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February 28th, 1966. 


The Hon. Mitchell Sharp, P.C., 
Minister of Finance, 

Ottawa, Ontario. 

Dear Sir, 

In accordance with the provisions 
of the Bank of Canada Act I am transmitting 
herewith my report for the year 1965 and 
a statement of the Bank's accounts for this 
period which is signed and certified in the 


manner prescribedinthe by-laws of the Bank. 


Yours very truly, 


EGY ney, 


Governor 
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BANK OF CANADA 


Report of the Governor — 1965 


As the economy moved towards the completion of its fifth year of expansion, 
indications were becoming increasingly numerous that virtually all of the slack 
existing at the beginning of the expansion had been taken up. The further im- 
pressive increase of 614 per cent in real output in 1965 had reduced the un- 
employment rate to 34% per cent by the last months of the year. Shortages of 
skilled labour and professional workers were becoming more numerous, more 
industries were working at or close to capacity, costs and prices were rising at a 
significantly higher rate, and the current account deficit in our balance of pay- 
ments was widening. 

Fortunately the productive capacity of the economy is growing and can be 
expected to continue to grow at a substantial rate. The main sources of growth 
are the rapid increase in the labour force and the prospective improvement in 
productivity associated in part with recent high levels of investment in plant and 
equipment. Public policy should continue to aim at providing conditions, in- 
cluding an adequate level of total demand, which encourage the economy to ex- 
pand in accordance with the increase in its effective capacity. But in the im- 
mediate future our capacity to grow depends essentially on the factors just 
mentioned, namely the prospective increases in the labour force and in produc- 
tivity, and can no longer be augmented quickly by any significant reduction in the 
amount of slack in the economy. 


The output of the economy in 1965 could have been even higher if our pro- 
ductivity performance had been better. The productivity gains which accom- 
panied the reduction in the margin of unused resources over the past year or so 
have been disappointing. This underlines the need for emphasis on policies 
bearing on “the supply side” of the economy which enhance our ability to pro- 
duce. It is also the case that unemployment is still high in some areas, and 
output would be greater if the remaining pockets of unused resources were drawn 
into employment. In present circumstances, however, this is a task for those 
policies which are aimed directly at particular areas where unused resources exist; 
it is not one that can be handled satisfactorily by increasing the general pressure 
of demand in the economy. 
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In the present condition of high prosperity, the formulation of public policies 
intended to influence the total demand for goods and services poses peculiarly 
challenging problems. On the one hand, it is necessary to avoid a shortfall in 
total demand, which would result in increased unemployment and unused capa- 
city. On the other hand, it is necessary to be alert to the dangers of excessive 
demand. The early symptoms in this latter case may not arouse as much public 
concern. Unfortunately, if the warning signals are ignored and policy does not 
respond until a large number of unsustainable positions have been created, until 
costs and prices have risen very sharply and international competitiveness has 
been impaired, then the problem becomes much more difficult to deal with in a 
way that will not halt the expansion of the economy. 

At the present time, against the background of continuing vigorous expan- 
sion in the United States, a number of domestic factors are combining to produce 
very strong demands on our resources. Private business is engaging in a major 
round of capital expenditures. The public sector of the economy is proceeding 
with a rapidly growing volume of capital outlays on educational facilities, hos- 
pitals, highways and other social capital while at the same time increasing its 
other expenditures. Consumers are well placed, as a result of rapidly growing 
employment and rising wages and salaries, to increase their spending substan- 
tially. In these circumstances, the aggregate of all demands on the Canadian 
economy may outrun the effective capacity of the economy to increase its output 
of goods and services. In short, we now run the risk of overloading the economy. 


MONETARY POLICY AND CREDIT CONDITIONS. The monetary policy 
of the Bank of Canada, like that of any central bank, must take into account both 
domestic conditions and developments affecting the external financial position. 
In 1965 the main domestic consideration influencing monetary policy was the 
fact that the slack in the economy was being taken up and the pressure on our 
resources was increasing. A special domestic factor with which the central bank 
had to cope and which affected its operations in 1965 was the risk that the default 
in June of a medium-sized sales finance company might have wider ee 
on the credit system. Under the impact of a much larger increase in imports 
than in exports, the current account deficit in our international payments was 
rising, even with the benefit of another large sale of wheat to the Soviet Union. 
The special measures taken by the United States Government beginning in Feb- 
ruary to improve that country’s balance of international payments through the 
issue of “guidelines” affected our position in various ways; and it was of course 
necessary to take into account the agreement reached with the United States in 
1963 regarding our exemption from the Interest Equalization Tax and the level 
of our exchange reserves. The course of credit conditions in the United States 
also influenced us in developing our own policy. 
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The operations of the Bank in 1965 were conducted in the light of the vari- 
ous considerations referred to in the preceding paragraph. A chronological 
account of the way in which credit conditions in Canada developed in the course 
of the year is given in a later section of this Report (pages 24 to 27), and the 
highlights are summarized here. 


So long as there was a good deal of slack in the economy the basic policy 
followed by the Bank was to avoid any significant tightening of credit conditions. 
Apart from the exchange crisis of 1962, credit conditions remained relatively 
stable through the first four years of the economic expansion and interest rates 


fluctuated within a fairly narrow range. In 1965, however, as the economy . 


moved toward full utilization of resources, the heavy demands for funds were 
allowed to have an impact on credit conditions. With bank loans continuing to 
rise strongly through the year—by 20 per cent—the ratio of the banks’ “more 


liquid” assets to total assets declined and they found it necessary to adopt more 


selective lending policies. Interest rates rose substantially during the year and 
a further upward movement occurred in the first two months of 1966. 


Credit conditions in the United States also became less easy in 1965 and 
interest rates rose in the second half of the year and the early months of 1966. 
As a result, the rise in Canadian interest rates did not bring about any significant 
change in the spread between long-term interest rates in Canada and the United 
States over the year as a whole. Taken in conjunction with the other factors 
operating, the spreads in interest rates were adequate to encourage the import of 
capital on the scale needed to cover our current account deficit without leading to 
an excessive accumulation of reserves. A bulge in our reserves in the latter part 
of 1965 was associated with exchange inflows resulting from the large sale of 
wheat to the Soviet Union and did not lead to any important change in monetary 
policy. : 

In the course of 1965 there was a pronounced shift in the form in which 
the Canadian public chose to hold its short-term financial claims. Broadly, the 
public chose to hold a significantly higher proportion of its liquid assets in the 
form of Canadian dollar savings and term deposits with banks and a lower pro- 
portion in such forms as foreign currency deposits with banks and short-term 
claims on non-bank institutions. ‘To some extent this shift in holdings occurred 
in response to changed interest-rate relationships, though other factors, discussed 
on pages 29 to 32, were also at work. Non-resident holdings of Canadian short- 
term paper were reduced and there was some shift to Canadian sources of short- 
term finance, particularly the chartered banks. 

The increase in currency and chartered bank demand deposits held by the 
public in 1965 was only a little greater than in 1964—6.5 per cent compared to 
6.3 per cent. However, as indicated above, there was a substantial shift from 
other types of short-term assets to Canadian dollar claims on banks in the form 
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of savings deposits and interest-bearing term deposits of various types and the 
total of currency and chartered bank Canadian dollar deposits held by the public 
increased by 12 per cent compared with 742 per cent in 1964. If Government 
deposits are included, the increase was 12 per cent in 1965 compared with 6 per 
cent in 1964. The increase in the money supply took place in an environment 
in which interest rates were rising and less easy credit conditions were developing, 
and a significantly smaller increase would have resulted in tighter credit condi- 
tions than the Bank considered appropriate in the circumstances of the time. 
The rate of increase in the money supply levelled off in the latter part of 1965, 
after allowing for seasonal factors. 


The 1965 experience provides a clear illustration of the general approach 
followed by the Bank in carrying out its operations. This was explained in the 
Submissions of the Bank of Canada to the Royal Commission on Banking and 
Finance, May 31, 1962 in the following terms: 


“Although it would be possible for the Bank of Canada, with its power to 
control the cash reserves.of the chartered banks within narrow limits, to operate 
on the basis of a precise view about the appropriate trend, over some period, of 
total chartered bank assets (or of the ‘money supply’, in the sense of currency 
outside banks plus chartered bank deposits), it does not in practice do so. The 
central bank is, of course, inevitably influenced in its judgments by developments 
in the ‘money supply’, but it must also take a view of the kind of credit conditions 
that would seem to be appropriate in the light of the current and prospective 
state of the economy including the external financial_position and it must be pre- 
pared within limits to use its control of cash reserves as the situation develops 
in whatever direction is necessary to try to bring about and maintain those con- 
ditions. This may mean that on occasion the Bank of Canada allows changes in 
its own and in total chartered bank assets to absorb pressures developing in 
financial markets rather than see credit conditions tighten or ease to an un- 
desirable extent.” 


Although monetary policy had to operate in 1965 in financial markets that 
were affected in important measure by external influences, including policy in- 
novations in the form of United States guidelines, as well as by the disturbances 
arising out of the finance company default, I believe that credit conditions, de- 
veloped in a way that was broadly appropriate to the domestic economic situation 
and outlook. The fact, however, that monetary policy did have to take account 
of important external factors, including the reserve agreement with the United 
States, provides a clear reminder of one of its important characteristics, namely 


treme changes in credit conditions on different classes of borrowers. 


The Bank has sought to follow a policy which took into account the possi- 
bility that the increase of total demand might outrun the growth in the effective 


6 


capacity of the economy. Monetary policy will continue to have an important 
role to play in this connection but extreme reliance on it would not produce 
satisfactory results. It is only one of the elements in public and private policy 
which must be adapted appropriately to changing circumstances if we are to 
achieve sound and sustainable growth. - 


CREDIT AND LIQUIDITY STANDARDS. The failure of Atlantic Accept- 
ance in June had a disturbing impact on financial institutions and markets which 
was compounded by rumours regarding a trust company which had large invest- 
ments in Atlantic and which was taken over by another trust company in Septem- 
ber. There was some risk that soundly-managed institutions which had exercised 
prudence in the conduct of their business might find themselves in a position of 
difficulty and be unable to renew maturing short-term obligations until the con- 
fidence of investors had been restored. The dangers arising out of this situation 
were of major concern to the central bank. 


Immediately after the default, the Bank of Canada added to the cash re- 
serves of the chartered banks in order to ease the liquidity of the banking system 
and financial markets generally. Within a few days I consulted with the char- 
tered banks and indicated to them that while I did not wish to influence their 
judgment as to the credit standing of any customer I hoped that they would not 
feel unable, for reasons relating to the total amount of their resources, to accom- 
modate credit-worthy finance companies which might find themselves in a difficult 
liquidity position. This unusual step was taken because in the atmosphere pre- 
vailing at the time there was a risk that difficulties in any part of the credit system 
might have wider repercussions of a disturbing character. For their part, the 
chartered banks recognized that it was in the general interest that serious liquidity 
difficulties be avoided and their action in making additional credits available was 
helpful in the circumstances. 


While the central bank is not entrusted with the function of appraising the 
soundness of the participants in the credit market, it is nevertheless very con- 
cerned with the maintenance of confidence in all parts of the financial system. 
Where such confidence is in danger of being seriously impaired the central bank 
may have to allow itself to be diverted from the pursuit of the current objectives 
of monetary policy and give priority to measures which help to maintain con- 
fidence. The events of last summer provided a dramatic illustration of the extent 
to which the whole financial system is dependent on the maintenance of high 
credit and liquidity standards, on the disclosure of adequate information, on the 
exercise of discrimination by investors and lenders, and on satisfactory arrange- 
ments for supervision and inspection of all parts of the credit system. 


CANADA’S INTERNATIONAL POSITION. The current account deficit in 
our balance of payments increased by about $700 million to more than $1,100 
million in 1965. 


As a practical matter, current account deficits of this size can be financed 
only by obtaining large inflows of capital from the United States. This gives 
rise to special problems now that the United States is herself confronted with 
an over-all payments situation with which she is trying to deal mainly by re- 
stricting the outflow of capital. For the reasons I explained at some length in 
last year’s Report the payments relations between the United States and Canada 
do not in fact impose a burden on the payments position of the United States: our 
net purchases of goods and services from the United States are substantially in 
excess of our imports of capital from that country. However, the balance of 
payments programmes of the United States are designed in the light of that 
country’s position in relation to the world as a whole and Canada does not auto- 
matically obtain special treatment. This has to be negotiated with the United 
States authorities. 


In the negotiations with the United States in July 1963 which provided that 
new issues of Canadian securities should be exempt from the Interest Equalization 
Tax, Canada stated that it would not be her desire or intention to use the pro- 
ceeds of borrowing in the United States to add to her official reserves. The 
original “target” for official reserves was the June 30, 1963 figure of approxi- 
mately $2,700 million. Later, after we had repaid our 1962 borrowings from 
the International Monetary Fund, it was agreed that any “net. creditor position” 
which Canada had in the IMF should be regarded as a part of our official reserves 
for the purpose of the agreement. 


I believe that the July 1963 agreement worked well. It provided us with 
the access to the U.S. capital market that we needed to cover our current account 
deficit. Though we naturally had to take the agreement regarding reserves into 
account, we were able to pursue a monetary policy which in its broad lines was 
appropriate to the requirements of our domestic situation as it developed. 


The principal impact on Canada of the first United States guidelines issued 
in February 1965 was to encourage the repatriation to the United States of short- 
term financial assets held here by United States corporations. The effect of 
these short-term capital withdrawals on our international position was offset, 
however, in the way outlined on pages 38 and 39, by a simultaneous inflow of 
banking funds from overseas which was itself an indirect consequence of the 
guidelines. 


In December 1965, the United States adopted an important new set of 
guidelines designed to eliminate the deficit in her over-all international payments 
in 1966. The principal features were (1) the establishment of a precise guide- 
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line for the purchase of long-term foreign securities by American non-bank 
financial institutions (insurance companies, pension funds, etc.) which limited 
the increase in these investments for each such institution to 5 per cent of the 
amount of its holdings on September 30, 1965 and (2) the establishment of a 
guideline on direct investment abroad—defined to include retained earnings as 
well as fresh capital fows—which permitted each corporation an average rate of 
direct investment abroad in 1965-66 up to 135 per cent of its 1962-64 average. 
As direct investment in 1965 was higher than this figure the guideline implied a 
cut-back in 1966. Canada was not exempted from the direct investment guide- 
line. 


The application to Canada of the guideline on the purchase of foreign 
securities by non-bank financial institutions would have had serious immediate 
effects on us. As a result of negotiations which took place, however, the United 
States, in addition to maintaining the Canadian exemption from the Interest 
Equalization Tax, agreed to exempt Canada from the guideline on non-bank 
financial institutions and to make it clear in the statement announcing this that 
United States investors were free to be guided by market considerations in de- 
ciding whether to buy new offerings of Canadian securities, i.e., that no moral 
suasion was to be applied to restrict such purchases. For its part, Canada 
agreed, as a contribution to the reduction in the over-all payments deficit sought 
by the United States Government, to reduce its “target” figure for reserves from 
the $2,700 million figure fixed in 1963 to $2,600 million. The Canadian Gov- 
ernment stated that it would be prepared to repatriate its own securities held by 
investors in the United States if this proved necessary to maintain Canadian 
official reserves around the “target” level. By providing an additional direct 
technique for influencing our exchange reserves, this undertaking by the Govern- 
ment of Canada reduces the constraints on the use of monetary policy. 


The limitation on our foreign exchange reserves embodied in the agreement 
is an undesirable feature from a Canadian point of view but from the United 
States point of view it is an essential one. It was the price which Canada paid 
to obtain access to the United States capital market for provincial and municipal 
governments and other Canadian borrowers which is both (1) unrestricted in 
amount through the securing of exemption from the guideline limiting purchases 
by the major United States investors of new long-term foreign securities, and 
(2) free of Interest Equalization Tax. Even if Canada had been willing to give 
up the exemption from the Interest Equalization Tax in order to avoid any com- 
mitment on our reserve levels, Canadian borrowing would still have been severely 
restricted by the operation of the guideline. 


My comments on the direct investment guideline will be limited to its possible 
effects on our international capital account and on our domestic financial markets. 
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In view of the general character of the payments relations between Canada 
and the United States, it is clear that any substantial decline in direct investment 
inflows which results from this guideline will necessarily add to the amount of 
capital that Canada has to obtain from the United States market through new 
issues of long-term securities in order to finance our purchases of goods and 
services in the United States. 


The application of the direct investment guideline to Canada could have 
important consequences on our domestic financial markets. If its effect were to 
increase substantially the amount of capital that subsidiaries of U.S. companies 
sought to raise in Canada from banks or the securities market, it could give rise 
to a distortion in our credit flows. With this danger in mind, I informed the 
chief executive officers of the larger chartered banks on December 10, im- 
mediately after the United States guidelines were published, that it was my hope 
and expectation that if the banks found themselves confronted with new applica- 
tions for credit resulting from the United States guideline at a time when they 
were unable to meet in full the normal demands for business loans from their 
credit-worthy customers, they would continue to look after the customers who 
had relied on them in the past for their credit needs. The chief executive officers 
indicated that they agreed that this was the proper course to follow. I reiterated 
these views at a meeting with all the banks on January 5, 1966. 


In commenting on this problem as it applies to securities markets, the Min- 
ister of Finance said in the House of Commons on February 2nd: “So far as 
long-term issues of American subsidiaries are concerned, I would hope and ex- 
pect that there will be no abnormal recourse to the Canadian capital market, but 
if there were the Government would have to decide what action to take.” 


In spite of some difficult periods, we have been successful in obtaining 
financing of our large current account deficit under reasonably satisfactory con- 
ditions. But I believe that it would be unwise to take a detached view of the 
problems that arise from our dependence on continuing large imports of foreign 
capital. A situation in which Canada needs to import a great deal of capital 
from a country which is trying to restrict the export of capital is inherently un- 
satisfactory, and there is no easy or satisfactory way of dealing with it. It is 
undoubtedly the case that large net imports of capital enable us simultaneously 
to maintain higher levels of consumption and investment and government services 
than would otherwise be possible. But we would do well to bear in mind that 
Canada has no inherent right to import capital from abroad and that there are 
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many conflicting claims on the resources of the capital-exporting countries. 
While we must continue to make the best arrangements we can for access to 
foreign capital to protect ourselves against the possible need for difficult and 
concentrated adjustments, I believe that we should be aiming at a pattern of 
economic growth which, while providing for full utilization of our resources, in- 
volves reduced dependence on net capital inflows. This does not mean that we 
should adopt inward-looking attitudes. On the contrary it means that we must 
attach great importance to increasing our ability to compete effectively with 
foreign producers both in other countries and in Canada. It means that we 
should be increasingly concerned with maximizing our productivity and industrial 
efficiency, with up-grading our labour and management skills, and with keeping 
our costs and prices inline. It means too that we should pay increasing attention 
to the over-all effect of public policies on our capacity to provide from Canadian 
sources the flow of savings needed to develop our economy. 


1] 


Economic Developments 


The Canadian economy again moved strongly ahead in 1965, its fifth year 
of continuous expansion. By the end of the year goods and services were being 
produced at a physical rate one-third greater than in the first quarter of 1961 
when the expansion began. For the second successive year the growth of the 
economy was greater than that of the United States and most other large industrial 


countries. 


The labour force and industrial capacity continued to rise, but em- 


ployment increased rapidly enough to reduce the unemployment rate to its lowest 


level since 1956. 
was clearly developing. 
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For the first time since the mid-1950’s pressure on resources 


Gross National Product rose by 
about 91% per cent in current dollars in 
1965. This slightly exceeded the in- 
crease of the previous year, but the 
margin over 1964 was due to a greater 
increase in prices—about 3 per cent 
compared with 2.3 per cent. The esti- 
mated gain in real output was about 
61 per cent in both years. Farm out- 
put, which had fallen in 1964, in- 
creased in 1965. The rise in non-farm 
output, about 64% per cent, was some- 
what smaller than in 1964, while the 
rise in non-farm employment, 4.8 per 
cent, was somewhat greater. Con- 
sequently, non-farm output per person 
employed—a very broad measure of 
productivity—showed a gain of less 
than 2 per cent, which was substantially 
less than the gain achieved in the pre- 
vious year. The sources which provided 
the large increase in non-farm employ- 
ment were a strong rise in the labour 
force, a sharp decline in farm employ- 
ment and a further marked reduction 


in unemployment. Unemployment fell from an annual average of 4.7 per cent 
of the labour force in 1964 to an annual average of 3.9 per cent in 1965. In the 
last quarter of the year the seasonally adjusted unemployment rate was down to 
3.4 percent. Further evidence of the strong demand for labour in 1965 was the 
frequency with which shortages of professional, technical and other skilled 
workers were reported. 

The momentum of the economy in 1965 was reflected in a strong growth in 
incomes. Labour income, which had risen by more than 8% per cent in 1964, 
increased by about 11 per cent in 1965. This reflected both the strong growth 
in employment and increased upward pressure on wage and salary scales. Cor- 
porate profits, which had risen by almost 15 per cent in 1964, showed a further 
increase of about 10 per cent in 1965. 

The growing pressure of demand on the economy in 1965 gave rise to an 
adverse trend in domestic prices and in the balance on external trade. Although 
the principal measures of final prices were affected during the year by some 
special factors, it seems clear—both from the table below and the one on page 
23—that prices were responding to influences of a more general nature and 
were beginning to rise more rapidly over a wide range of goods and services. 
Merchandise imports rose faster than domestic output and faster than exports, 
and the trend towards a declining current account deficit evident since 1959 was 
reversed in 1965. 


SELECTED COMPONENTS OF GROSS NATIONAL EXPENDITURE 


(percentage change from previous year) 


Volume Price Value 
1964 19650) 1964 1965() 1964 1965(1) 
Personal expenditure............. 5.8 5.1 15 2.0 hs fied 
Government expenditure.......... 4,4 6.3 2.6 a 13 10.1 
SP OUSU Slr ss eRe Naa Rect hcg WihG Sank 12.0 3.4 ans ie 18.4 8.7 
Business investment.............. 14.6 14.5 3.0 4.7 18.1 19.9 
Total final domestic demand..... 7.0 6.6 oa 2.9 9.2 9.7 
Exports of goods and services...... 12.4 Sih 23 0.8 15.0 45 
Imports of goods and services...... 11.3 10.6 7 0.1 13.2 10.7 
GNE setGNPsiserh.y ou4 Oe 6.5 6.3 2.3 2.9 8.9 9.3 


(1) Change from first 9 months of 1964 to first 9 months of 1965. Some differences will be noted between these figures and those in 
the text which are based on estimates for the calendar year. 


As the preceding table shows, all the main types of spending continued to 
increase in 1965. Business investment, which has been rising strongly since 
1963, continued to be the most dynamic element in the expansion. For the year 
as a whole such investment is estimated to have gone up by a further 17 per cent 
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in value and 12-13 per cent in volume in 1965 following even larger percentage 
increases in 1964. ‘The upswing in investment since 1963 has constituted the 
largest wave of investment activity in Canada since the mid-fifties. The rise has 
been less steep than in the earlier period when much of the increase was concen- 
trated in the one year 1956. But the 

INVESTMENT EXPENDITURE marked increase in the past two years 
brought the ratio of business invest- 
ment to GNP up to a higher level than 
in any post-war year except 1956 and 
1957. Investment in recent years ap- 
pears to have been somewhat less 
strongly oriented towards resource de- 
velopment and supporting activities 
than was the case in 1955-57. Invest- 
ment of this type has, of course, re- 
mained very important, but there has 
been a perceptible shift in emphasis 
from primary manufacturing, electric 
power development, oil and gas pipe- 
lines, and rail and water transportation 
systems to secondary manufacturing, 


Annual — Billions of Dollars 
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TOTAL BUSINESS 
FIXED INVESTMENT 
Excl. Housing 






2 
1950 1955 1960 1965 urban transit systems, universities, 
1. The contour lines enable one to see the ratio of ee Z 
investment to GNP in each year. office buildings and other commercial 


and financial services. 


In 1965 as in 1964 there was a sharp upward revision of investment plans 
as the year progressed. The Department of Trade and Commerce survey of 
investment intentions made at the beginning of 1965 indicated that business fixed 
capital outlays would be about 13% per cent higher in 1965 than they had been 
in 1964. It is now estimated that the actual increase over 1964 was 18 per cent 
in business expenditures on construction and 1614 per cent in outlays on machin- 
ery and equipment. 

In view of the evidence that building activity was pressing on the capacity 
of the construction industry in many areas and was leading to a rapid increase in 
costs, the Government in August announced postponement of certain of its own 
projects and urged selective restraint by others. (For the same reasons, the 
Directors of the Bank of Canada postponed construction of the Bank’s new head 
office building in Ottawa.) 


Building of high-rise apartments and various forms of row housing expanded 
very rapidly during 1964 and the first half of 1965 but in the second half of the 
year, after allowing for seasonal factors, there was a fairly sharp reduction in the 
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number of multiple units started. In the past few years there has been little 
change in the annual rate of construction of single family dwellings. Residential 
construction taken as a whole was the only major sector of domestic expenditure 
to show an appreciably smaller increase in 1965 than in the previous year— 
about 5 per cent as against 18 per cent in 1964. Most of the increase shown 
for 1965 reflects higher prices rather than a rise in the physical volume of 
construction. 


Personal consumption expenditures again increased strongly in 1965. In 
addition to the large rise in total wages and salaries already mentioned, personal 
income was further reinforced by a record level of farm cash receipts arising 
mainly from higher prices for livestock and the substantial receipts from the 
bumper grain crops harvested in Western Canada in the past three years. Even 
though there was an increase in the proportion of personal disposable income 
saved, consumer expenditures on goods and services rose by more than 742 per 
cent in 1965. Spending on new cars was particularly strong. The number of 
new passenger cars sold, which had risen by 10 per cent in the previous year, 
increased by a further 15 per cent in 1965. Some of the difference between the 
two years reflects the impact of strikes which resulted in some spilling over of 
sales into 1965. There was also a continued trend towards more expensive 
models. The year 1965 was the fourth consecutive one of rapid expansion in the 
automobile market; during the period the number of passenger vehicles registered 
in Canada increased by about 25 per cent. 


Expenditures by all levels of government on goods and services rose strongly 
in 1965. At the federal level, defence outlays continued to be relatively stable, 
but non-defence expenditures on goods and services rose by nearly 15 per cent. 
The total of provincial and municipal spending on goods and services, which has 
risen at an average annual rate of about 10 per cent in recent years, went up 
considerably faster in 1965. There was a particularly marked increase in capital 
outlays, mainly for schools and roads, but current expenses also rose sub- 
stantially. In addition to the direct capital outlays of provincial and municipal 
governments which fall within the public sector, the outlays of their agencies and 
enterprises account for an important part of the rise in business fixed investment 
already referred to, notably in electric power development and urban transit. 


Direct purchases of goods and services by all levels of government repre- 
sented over 18 per cent of GNP in 1965. Provincial and municipal outlays on 
goods and services, at more than 12 per cent of GNP, were approximately double 
those of the federal government. This is a marked change from the situation a 
decade ago when the provincial-municipal share was about 81% per cent of GNP 
and the federal share about 912 per cent. Taking account of transfer payments 
to the private sector, including the rapidly rising disbursements to hospitals and 
universities, expenditures by all levels of government in 1965 were equivalent to 
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more than 30 per cent of GNP. The comparable ratio a decade ago was just 
under 27 per cent. 

Despite the reduction in federal income tax rates which became effective at 
mid-year, the federal government’s net fiscal position on a national accounts basis 
improved by about $220 million in 1965. This was about one-third of the 
improvement which took place in 1964. The combined deficit of provincial and 
municipal governments narrowed slightly in the early part of 1965, partly as a 
result of increased federal income tax abatements in favour of the provinces, but 
widened again as the year progressed. 

Merchandise exports rose by only 6 per cent in 1965 after rising by 16 per 
cent in 1964. Wheat and flour shipments were about $175 million below their 
exceptionally high 1964 level, while exports other than wheat increased by 9 per 
cent in 1965 compared with 15 per cent in 1964. 

Sales of wheat and flour under the first major contract with the Soviet Union 
added nearly $500 million to Canadian exports between September 1963 and 

July 1964. With the completion of these 
EXPORTS OF WHEAT AND FLOUR shipments wheat exports dropped in the 
Quarterly — Billions of Dollars latter part of 1964. They rose gradually 
2 in the first half of 1965. Through this 
period sales to regular markets remained 
| | very strong. Following the announcement 
in August 1965 of the second major con- 
tract with the Soviet Union, the physical 

1961 = -(1962,—s1963= «1964 S«1965 ; 
Seasonally adjusted at annual rates. volume of wheat shipments rose to the 
limit that could be handled by available 
transportation and marketing facilities. The total value of exports under the 
Soviet agreement amounted to about $200 million in the second half of 1965 
with the balance, more than $200 million, scheduled for shipment in the first 

seven months of 1966. 


The growth of Canadian exports other than wheat slowed down in 1965 
though, as indicated in the chart on the following page, there was a marked im- 
provement in the last quarter of the year. Exports to the United States in 1965 
rose at about the same rate as in 1964. However, since total imports into the 
United States rose much more rapidly in 1965 than in 1964, Canada’s share of 
the U.S. import market failed to increase as it had done in 1964. As noted on 
page 44, economic growth in some of Canada’s major overseas markets slackened 
in 1965; apart from wheat sales, Canadian exports to overseas markets either in- 
creased more slowly than in 1964 or declined slightly. Canada’s share of total 
imports into most of these markets either held steady or fell in 1965 in contrast 
to 1964 when our share had increased. 
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CANADIAN EXPORTS EXCLUDING WHEAT AND FLOUR‘ 


Percentage change 





Value 
(millions of dollars) previous year 

1964 1965 1964 1965 (2) 
“(1 months) pm backs 3 
PO UNTBO OLAUOS) oi aces ane ae oan es 3,886 4,389 14 13 
BU Caiibe Bee re ak a bv neta wings 941 924 25 —2 
Continental Europe.................. 571 649 25 14 
FAD AN A ane ton | ici aiaesats kth Whe dere bh 205 199 13 —3 
Australia, New Zealand, South Africa.. 21] 234 ad 8 
All other countries. oo. acc enev ees 523 511 17 —2 
MOtQMePint ys: Wei. DI RASC 6,342 6,906 7 9 


wee 


(1) Trade of Canada basis, excludes re-exports. 

(2) Change from first 11 months of 1964 to first 11 months of 1965. 

(3) Mainly less-developed countries; also includes Eastern Europe. 

(4) Adjusted for balance of payments purpose the increase was 15 per cent. 


Most of Canada’s major exports of primary resource products rose less 
rapidly than in 1964 although the increase in base metal exports was still sub- 
stantial. Canadian producers of some commodities, such as steel and certain 
base metals, were operating at the limit of their productive capacity and ex- 
perienced difficulty in meeting fully both export and domestic demand. The 
growth in exports of manufactured goods other than automobiles and parts 
slowed down considerably. Following the signing in January 1965 of the 


MERCHANDISE TRADE 
Quarterly — Billions of Dollars 











EXPORTS EXCLUDING WHEAT AND rae a IMPORTS 
10 10 
Ratio Scale 8 Ratio Scale 8 
6 6 6 
FROM UNITED STATES 
5 5 
TO UNITED STATES 
4 4 4 
3 3 3 


TO OTHER COUNTRIES 


1961 1962 1963 1964 1965 1961 1962 1963 1964 1965 
Trade of Canada basis; seasonally adjusted at annual rates. 


FROM OTHER COUNTRIES 
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Canadian-United States Automotive Agreement, which provided for the removal 
of tariffs and encouraged an increase in two-way trade in parts and completed 
automobiles and trucks, exports of these products increased to nearly twice their 
1964 level. Even so, the deficit on trade in automobiles and parts widened 
somewhat further in 1965 as imports continued to rise strongly reflecting in part 
the high level of Canadian demand. 


Total merchandise imports again rose more rapidly than domestic output. 
Having gone up by nearly 15 per cent in 1964 imports increased by a further 
15 per cent in 1965, with a marked upsurge in the fourth quarter. The strength 
in imports reflected continued strong domestic demand for industrial materials, 
machinery and other investment goods, automobiles and other consumer dur- 
ables. Imports of aircraft also rose substantially in 1965. The value of food 
imports, on the other hand, fell as a result of a sharp drop in the price of sugar. 
The table below summarizes the changes in imports by end-use through the first 
nine months of 1965 but does not reflect the sharp increase which occurred in 
the fourth quarter, details of which are not yet available. 


CANADIAN IMPORTS CLASSIFIED BY END-USE() 


Value Percentage change 
(millions of dollars) previeus year 

Ea ae ig Gg ines 18680 

(9 months) 

Fuels and lubricants...... 529 547 394 438 3 11 
Industrial materials....... 1,857 2,079 1,530 1,678 12 10 
Producers’ equipment..... 1,617 1,896 1,435 1,585 17 10 
Construction materials. ... 203 274 194 228 39 18 
Transportation equipment. 177 194 140 216 10 54 
Motor vehicles and parts. . 698 849 635 778 22 2a 
OO ee ees fit, bales 712 713 520 479 - —8 
Other consumer goods.... 625 718 526 585 Ns) 11 
Special itemsoency.... 03% 138 219 149 201 59 35 


(1) Trade of Canada basis. 
(2) Change from first 9 months of 1964 to first 9 months of 1965. 


The continuing strong demand for imports coupled with the relatively small 
increase in total exports resulted in a reduction in the merchandise trade surplus 
by about $600 million between 1964 and 1965. This followed five consecutive 
years in which exports had risen more rapidly than imports. However, as the 
table on the following page shows, if exports of wheat and flour are excluded from 
the merchandise trade account the improving trend in the balance came to an end 
in 1963. 


18 


MERCHANDISE TRADE 
(millions of dollars) 


Imports 
Exports 


oe; 6) 4 Bs 6. e..0 1,00 10 (9). 8,19) 0) 10) (8) #0119, 056 9).0) ©, 


oe Aiea se Sie) CUS 8 "CO Al 6! 9) Ow (0) 1b ee) \e) e808, 


Balance 


@ Nele) 6: wm ue te). o' (0.6 68 6) 6 "ee 0) © 6 8 OSES 


Wilteat EXONS Saves. lose oes eu 


Balance excluding wheat exports.. 


(1) Adjusted to balance of payments basis. 


1963 


6,579 
7,082 


ee 


+503 


12 months 
ending 

1964 Nov. 1965 
7,540 8,510 
8,240 8,650 
+700 +140 
1,093 920 
— 393 — 780 


The deficit on non-merchandise transactions in 1965 was about $100 million 
larger than the $1,133 million recorded in 1964. A substantial increase in net 


payments of interest and dividends to 


non-residents, and smaller increases . 


in official aid contributions and in 
expenditures on freight and shipping 
were offset only in part by an im- 
provement in the balance of inheri- 
tances and migrants’ funds. The 
deficit on travel expenditures was 
about the same as in 1964. 


Canada’s total current transac- 
tions with other countries resulted in 
a deficit of more than $1,100 million 
in 1965 compared with one of $433 
million in 1964. The 1965 deficit 
with the world as a whole was well 
below the peak levels of the late 
1950’s but the current account deficit 
of over $1,900 million with the 
United States was considerably higher 
than in any previous year. The sur- 
plus with other countries was about 
one-third below its unusually high 
1964 level, but it remained higher 
than in any other recent year. 
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CURRENT ACCOUNT 
OF THE BALANCE OF PAYMENTS 


Quarterly — Billions of Dollars 
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A feature of the Canadian economic situation which will continue to be of 
great importance for some time to come is the high rate of growth in the labour 


force. 


with an increase of 1.9 per cent in the United States. 


LABOUR FORCE 
Quarterly — Index 1Q 1961 = 100 


Ratio Scale 


In 1965 the Canadian labour force increased by 3.0 per cent compared 


The female labour force 
continued to rise very strongly, 
though the increase of 5.3 per cent 
was slightly lower than in 1964. 
To an important extent the growing 


LABOUR FORCE number of women in the work force 










ne reflects the trend towards higher 

ee rates of labour force participation, 

<w particularly by married women. The 
Rees Ge oe? fii increase in the male labour force, 

which is determined more par- 

Beak tty ote ticularly by demographic factors, 


was 2.1 per cent. This represented 
a significant acceleration from the 
1.7 per cent increase of the previous 
year and can be attributed mainly 
to the entry into the labour force 

8 of many of those born immediately 
after the war in the years of high 
birth rates and to a significant in- 
crease in net immigration. 


100 


As % of Labour Force 








= 
UNEMPLOY MENT + 
= 








Total employment in Canada 
rose by 3.8 per cent in 1965 com- 
pared with an increase of 2.6 per 
cent in the United States. Farm 
employment in Canada, which has been declining for many years, showed a par- 
ticularly sharp drop of 5.7 per cent in 1965. Non-farm employment rose by 
4.8 per cent, one of the largest annual increases on record. A significant part 
of the increase in employment, particularly among married women and teen- 
agers, appears to have been associated with the increasing opportunities for, and 
popularity of, part-time work. 


196} 1962 1963 1964 1965 
Seasonally adjusted. 


Although the movement of the seasonally adjusted unemployment rate in 
the course of the year was rather uneven, mainly because of the large influx of 
students into the labour force in June and July, the trend was clearly downward. 
In the fourth quarter the rate averaged 3.4 per cent. The unemployment rate in 
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Canada, which was considerably 
higher than the U.S. rate at the begin- 
ning of the expansion and then fluc- 
tuated around the U.S. rate for an 
extended period, has been below the 
lS) tate Since. late: 1963. In» the 
last quarter of 1965 the gap was 
more than 4 of 1 per cent, although 
the adult male unemployment rate 
remained slightly higher in Canada. 


All the main regions of the coun- 
try shared in the strong growth of 
non-farm employment in 1965, with 
increases of 312 per cent in Ontario, 
close to 5 per cent in Quebec, just 
under 6 per cent in British Columbia 
and the Atlantic region, and nearly 7 
per cent in the Prairies. As the insert 
diagram shows, the increase in non- 
farm employment over the period of 
the expansion as a whole from the first 
quarter of 1961 to the fourth quarter 
of 1965 was in excess of the national 
average in the Atlantic Provinces, 
Quebec and British Columbia. 


As the following table shows, all 
five regions also shared in the further 
reduction of unemployment in 1965, 


NON-FARM EMPLOYMENT BY REGIONS 
Quarterly — Index 1Q 1961 = 100 125 










Ratio Scale 


ATLANTIC PROVINCES y 
f pay 
100 


Canada 


QUEBEC 
100 
ONTARIO 
100 
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BRITISH COLUMBIA f, 














although marked regional disparities Bee I 
: 196] 1962 1963 1964 1965 
remain. Seasonaily adjusted. 
REGIONAL UNEMPLOYMENT RATES 
(per cent of labour force) 
Atlantic Quebec Ontario Prairies B.C. Canada 
Annual averages 
So rn 6.0 5.0 2.4 aes 2.8 3.4 
Lh eee 1 9.2 5.5 4.6 8.5 fal 
OG: ees 10.7 pa 4,3 3.9 6.6 5.9 
lt: Soe 9.5 4.9 3.8 Shy 6.4 55 
UL?) oabyhealaal gla liad 7.8 6.4 BY 3.1 5,3 4] 
JUS ee 7.4 5.4 2.5 Zen 4.2 3.9 
Seasonally adjusted 
1965-fourth quarter.. 6.2 5.0 Zt 3 3.6 3.4 
Not seasonally adjusted 
1965-low point(4).... a7 3.4 1.4 1.0 2.8 2.4 


(1) September or October. 
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In the buoyant state of the economy there were larger wage settlements and 
a continued increase in fringe benefits in 1965. After taking account of salaries, 
which also rose appreciably during the year, average earnings per employee rose 
more rapidly in 1965 than in 1964—-particularly in construction but also in 
manufacturing, mining and other commercial activities. As there appears to 
have been a smaller increase in average output per employee in 1965 than in 
1964, wages and salaries per unit of output rose much more sharply in all the 
main sectors of business activity than in 1964 or in the earlier years of the 
expansion. The total profits of incorporated and unincorporated businesses per 
unit of output also apparently continued to increase, though not as strongly as in 
1964. The combined effect of the trend of money incomes on the main factors 
of production was to exert greater upward pressure on prices in 1965. The 
changes in the main categories of money incomes per unit of output in com- 
mercial activities other than agriculture may be seen in the following table. 


INCOMES PER UNIT OF OUTPUT: 
COMMERCIAL NON-FARM ECONOMY’) 


(percentage change from previous year) 


1962 1963 1964 1965(2) 

Wages and salaries per unit of output 
ANE AGEUTIN Gs. sax Sek ed cmtewias fas —0.3 0.6 0.6 2:2 
aes Or Pe Sanat age ws ous —4.2 —0.2 —5.3 6.1 
OMSEVUCUION ae Nu ata Cole's son ees 6.7 Sul 1.6 9.9 
Other commercial activities......... 0.2 rt 23 4.8 
HOARE Mcnietins p63 eects sere 0.4 HI ej 4.5 
Business profits per unit of output..... 1.7 0.5 3 0.4 


Wages and salaries plus business 
profits per unit of output........... 0.8 0.9 Zt Bie 


(1) Excludes agriculture, government and community services. 
(2) Change from first 9 months of 1964 to first 9 months of 1965. 
The table is based on the following D.B.S. statistics: Output — “Indexes of Real Domestic Product; Wages and salaries — “Estimates 


of Labour Income” (excluding all supplementary labour income and wages and salaries in the sectors listed in footnote (1) above); 
Business profits — Total corporation profits before taxes plus net income of non-farm unincorporated business as given in the 


’ “National Accounts’. 


The response of prices to the combination of strong demand and rising costs 
is shown in the following table and in the table on page 13. Even after allowing 
for the rather special nature of certain of the price increases, for example in some 
food items, automobile insurance and prepaid medical care, it is evident that 
prices generally are reflecting the incidence of widespread upward pressures. As 
the following table also shows, each of the major categories of the Consumer 
Price Index rose significantly more in Canada than in the United States in 1965. 


ize 


(percentage change from previous fourth quarter) 


Consumer prices 


BICC ne ies xs va eaters bale Sas 
Services®) — automobile insurance. . 
— prepaid medical care... 
— other services ....... 


Borate ela ere 2 


MGraeGer.ts exclef00d;..05 0... ss. « : 
Total C.P.1. excl. food, automobile 
insurance, and prepaid medical care 


Prices of all goods 
and services (GNP deflator)........ 


(1) Excluding shelter services. 
(2) Change from 3Q’64 to 3Q’65. 


PRICES 


4 Q’62 


oak 
0.5 
19 
1.7 
0.2 
253 


18y 
1.2 


i2 
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Canada 
4 Q’63 4 Q’64 
2.6 0.9 
0.8 0.8 
1.9 2.6 
—0.2 11.6 
8.7 8.0 
1.4 sae 
1.6 1.6 
133 1.9 
1.1 | 
Le, 2.4 





4 Q’65 
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United States 
4 Q’65 
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Monetary and Financial Developments 


The pressures on the economy’s physical resources which developed in 1965 
had their counterpart in financial markets. The pressures arose mainly from a 
substantial increase in the capital expenditures of private businesses and of pro- 
vincial and municipal business enterprises, which led to a major increase in their 
calls on savings. There was a further improvement in the fiscal position of the 
federal government. In the personal sector there was an increase in the rate of 
saving, although consumer and mortgage debt continued to rise rapidly. There 
was a sharp increase in the use of foreign savings. 


As it became increasingly clear in the course of 1965 that the economic 
expansion was rapidly taking up the remaining margin of unused physical re- 
sources in the economy, conditions in financial markets were permitted to develop 

- in a way which would exert more restraint on domestic spending and attract a 
' sufficient flow of capital to balance our external position. In 1964 there had 
been little change in the terms on which funds were available in Canada; in 1965 
the average yield on long-term Government of Canada bonds rose from 5 per 
cent in January to 5.4 per cent by December, yields on the bonds of other 
borrowers rose somewhat more, and prime rates on conventional mortgages in- 
creased by 12-34 percent. The yield on three-month treasury bills increased by... 
about 75 basis points in the course of the year and other short-term paper rates 
rose substantially more. While chartered bank loans continued to expand 
>< Tapidly, a further reduction of the banks’ liquidity ratios made it necessary for 
them as the year progressed to become more selective in considering new credit 
/ applications. In the first half of December the chartered banks raised their 
prime loan rates from 5% per cent to 6 per cent. 


a 


The pattern of events in the course of 1965 was also influenced by develop- 
ments relating to our external financial position, particularly the U.S. balance of 
payments guidelines, and by the repercussions of the default of Atlantic Ac- 
ceptance in June. 


Following the period of heavy Canadian borrowing in the United States in 
the autumn of 1964, there had been some temporary easing of credit conditions 
in Canada which continued into the early weeks of 1965. On February 10, 
1965 the United States embarked on a new programme designed to improve its 
balance of payments. Until the details of the programme were developed and a 
set of guidelines issued there was a good deal of uncertainty in Canada about the 
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nature and probable impact of the pro- 
gramme. The Canadian bond market 
weakened as a result of concern that the 
guidelines might interfere with access to 
the U.S. market by Canadian borrowers 
wishing to place new bond issues. The 


LONG-TERM 
GOVERNMENT BOND YIELD AVERAGES' 


Per Cent 


CANADA 


UNITED STATES 


Bank of Canada resisted the downward ty | 
pressure on bond prices by purchasing | 
Government securities in the market af- 
ter February 10; the rise in the aver- 
age yield on long-term Government of 
Canada bonds during the next month 
was limited to about 10 basis points. By 
mid-March U.S. investors had started 
to reduce their holdings of foreign cur- 
rency deposits in Canadian banks and of 
short-term finance company paper and it became evident that the principal 
impact of the U.S. guidelines would be felt in the short-term market. In the 
bond market, confidence had reappeared and yields were moving down again. 


rs 
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1, Monthly average of Wednesday closing yields on all 
direct issues due or callable in 10 years or more. 


Beginning in April the cash management of the Bank of Canada was con- 
ducted in such a way that the continued strong expansion of the chartered banks’ 
loans brought about a further reduction in the ratio of their “more liquid” assets 
to total assets. Credit conditions generally became less easy. The yield on three- 
month treasury bills, which had declined during the first quarter of the year, rose 
by about 40 basis points between the beginning of April and the beginning of 
June to a level just under 4 per cent. 
Other short-term paper rates moved up 
as much. Bond yields also rose in the 
second quarter: in June the average yield 
on long-term Government of Canada 
bonds was 20 basis points higher than in 
January and the differential over com- 
parable U.S. yields had widened by 
about the same amount. In June the 
chartered banks’ “more liquid” asset 
ratio was less than 31 per cent compared 
to 33 per cent in January 1965 and 36 
per cent at the beginning of 1964. 


CHARTERED BANK 
“MORE LIQUID” ASSETS 
As % of Total Assets 


Average of Wednesdays 


The finance company default on 
June 14 accelerated the development of 
less easy credit conditions. Though the 
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Bank of Canada promptly increased the banking system’s cash reserves and took 
the other action described in the first part of the Report to guard against the pos- 
sibility than other financial institutions might come under serious liquidity pres- 
sure, credit conditions tightened significantly. While the support provided by 
the central bank and the chartered banks helped to stabilize the situation, the 
central bank had to continue to take account of the problem in its operations. 


During the summer, evidence of strains on the economy continued to ac- 
cumulate, particularly in the large upward revision of 1965 capital spending 
indicated by the mid-year survey conducted by the Department of Trade and 
Commerce. It was also becoming clear that Canada faced a substantial increase 
in its current account balance of payments deficit. Long-term interest rates rose 
during the summer, and towards the end of July treasury bill rates also began to 
move up again. When the sale of wheat to the Soviet Union was announced 
in August and a shift in market expectations resulted in a tendency for bond 
prices to rise, the Bank of Canada countered this by selling securities in the 
market. The inclusion of $100 million of long-term bonds in the federal govern- 
ment refunding issue offered in mid-August operated in the same direction. By 
November the average yield on long-term Government of Canada bonds was 25 
basis points higher than in June and the yield on three-month treasury bills had 
risen as much. The differential between long-term Government bond yields in 
Canada and the United States had widened during the summer but U.S. interest 
rates began to rise in August and the differential held relatively steady through 
the autumn. 


Rates of interest in some other parts of the market increased more sharply. 
By the end of the year the rates on finance company short-term paper were 114 
per cent higher than in June and the chartered banks had substantially increased 
their rates on short-term deposit instruments. Beginning in late summer many 

mortgage lending institutions cut back 

their new lending activity from the high 

rate at which funds were being com- 
g mitted earlier in the year. The demand 
for mortgage funds remained strong and 
conventional mortgage rates rose in the 
second half of the year. In the fourth 
quarter trust and mortgage loan com- 
panies raised the rates on their certifi- 
cates and debentures sharply. 


CANADIAN 3 MONTH INTEREST RATES 
Monthly Averages — Per Cent 
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In view of the extent to which credit 
conditions were tightening and the rate 
at which funds were being borrowed in 
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offered some resistance to the rising trend CANADIAN LONG-TERM INTEREST RATES 
of interest rates. During the autumn Monthly Averages — Per Cent 

the Bank increased its holdings of treas- 
ury bills and maintained chartered bank 


PRIME CONVENTIONAL 


cash at somewhat higher levels on oc- MORTGAGE RATE 

casions when the market threatened to 

. A e N.H.A. MORTGAGE RATE 

tighten excessively. After the official re-  6/- TRUST COMPANIES |" 
quest on November 9 that the delivery of pig ee 


issues already negotiated in the United 
States should be deferred and that new 
U.S. borrowings should be postponed 
until 1966, bond prices weakened and 
the Bank of Canada prevented a sharp 
upward adjustment of bond yields by 
providing moderate support. When the 
Bank Rate was raised by % per cent 
effective December 6 the following state- 
ment was issued: 


“The Bank of Canada announced tonight that the Bank Rate, which had 
been 444 per cent since November, 1964, has been increased to 4% per cent 
effective December 6. 


This action followed the announcement of the increase of %4 per cent in 
the rediscount rates approved by the Federal Reserve Board of the United States. 


The Governor, Mr. Louis Rasminsky, stated that the policy of the Bank 
would continue to be directed to making provision for the over-all credit needs 
of sound economic growth.” 


This indication that the increase in the Bank Rate was not intended to mark any 
major departure from the policy of the Bank as it had been developing helped to 
stabilize the bond market with little support by the central bank. Increases in 
market yields were concentrated in the short-term maturity range and by the end 
of December long-term Government yields were no higher than they had been 
early in November. Long-term yields were rising in the United States and the 
differential narrowed by about 15 basis points from mid-November to the end of 
the year. The arrangement announced on December 5 which ensured that Can- 
adian borrowers would be exempt from the new guideline restricting access to 
the U.S. market for new long-term issues was an important factor contributing 
to the stability of Canadian bond prices in this period. 


There were some special factors putting upward pressure on short-term in- 
terest rates during December. In particular, the supply of funds for investment 
in short-term paper fell off as a result of the December 15 tax date in the United 
States and corporate window-dressing for year-end statements. The Bank of 
Canada eased the banking system’s cash reserve position in order to prevent these 
developments from tightening the short-term market unduly. 
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CHARTERED BANK ASSETS. The total of the Canadian dollar and net 
foreign assets of the chartered banks rose by 12 per cent in 1965 compared to 
5% per cent in 1964. General loans expanded at the same 16 per cent rate as 
in 1964, and the expansion of the two main components of general loans, namely 
business loans (14 per cent) and unsecured personal loans (22 per cent), was 
also in line with experience in 1964. By contrast, loans to the other main groups 
of borrowers all increased a good deal more rapidly than in 1964. Part of the 
increase in loans to sales finance companies was an indirect consequence of the 
finance company default. Heavy municipal borrowing reflected the relatively 
low level of municipal security issues as well as the financing of projects for which 
funds will be forthcoming from the Municipal Development and Loan Board. 
The banks’ total Canadian dollar loans rose 20 per cent compared to an increase 
of 14 per cent in 1964. There was also an increase in foreign currency lending 
to Canadian residents. During 1965 the banks’ holdings of foreign currency 
securities issued by Canadian borrowers plus their foreign currency loans to resi- 
dents of Canada rose by $275 million compared to $195 million in 1964. 


CHARTERED BANK LOANS 


(millions of dollars) 


Bec. Dec. Dec. Percentage changes 
1963 1964 1965 1964 1965 
Month-End ae cet un ae ad 
BUSINESS LOANS x. oc-.1d5 c's cos eo 6 4,354 4,929 5/027 1322 14.2 
Unsecured personal loans........ 1,432 1,793 2,186 25.2 21.9 
Other personal loans............ 464 53k 615 14.4 15.8 
HOANSOMOUINENS «Fook ic ttas as 635 708 804 a 15 13.6 
Loans to institutions. ........... 234 262 285 12.0 8.8 
Total general loans........... Pind 8,222 9517 15.5 15.8 

Average of Wednesdays 

Total general loans. ............ 7,086 8,204 9,505 15.8 15.9 
UOanS tO HIOVINCES 0.5 ads ct ok 44 so 56 — 25.0 69.7 
Municipalities.......... 304 349 514 14.8 47.3 
Grain dealers.......... 186 143 235 — 23.1 64.3 
Sales finance companies 249 274 470 10.0 nia 
1S ot the ARR Een 7,869 9,002 10,780 14.4 19.8 


ee 
ees samme mere 


In 1965 as in 1964 the pace of expansion in the banks’ loans exceeded the 
growth rate of their total assets. In December 1965 the banks’ holdings of 
“more liquid” assets were about $250 million higher than a year earlier but the 
ratio of “more liquid” assets to total assets had declined from 32 per cent to 30 
per cent. 
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CHARTERED BANK DEPOSITS AND OTHER LIQUID CLAIMS HELD BY 
THE PuBLIc. In December 1965 the total of currency and chartered bank 


Canadian dollar deposits was 12 per cent higher than a year earlier compared to 
an increase of 6 per cent in 1964. The amount held by the general public, i.e., 
exclusive of Government of Canada deposits, increased by 12 per cent compared 
to 7/2 per cent in 1964. The increases in both of these series in 1965 were par- 


ticularly rapid during the summer at 
the time of the difficulties created by 
the finance company default; during 
the last few months both series have 
levelled off. 

The rate of growth of currency 
and demand deposits was about the 
same in the two years. The more 
rapid expansion of total Canadian 
dollar deposits in 1965 reflected the 
fact that the banks’ personal savings 
deposits and more particularly their 
other interest-bearing term accounts 
expanded much more rapidly than in 
1964. The table below also shows 
that the amount of foreign currency 
deposits held with the chartered banks 
by Canadian residents declined in 
1965 after a very rapid increase in 
1964. For the total of these and the 
Canadian dollar deposits, the rate of 
increase was about the same in the 
two years. 


CURRENCY OUTSIDE BANKS AND 


CHARTERED BANK DEPOSITS 


Average of Wednesdays — Billions of Dollars >: 


Ratio Scole 


15.0 


3.0 


1961 


Seasonally adjusted. 










HELD BY GENERAL PUBLIC 
PERSONAL SAVINGS DEPOSITS 


NOWN-PERSONAL TERM 
AND NOTICE DEPOSITS 


1962 


Jat 
1963 

















Wea} 


1964 


1965 
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CURRENCY AND CHARTERED BANK CANADIAN DOLLAR AND 
FOREIGN CURRENCY DEPOSITS 


(percentage change from previous December) 


Currency outside banks and demand deposits... .. 
Personal savings deposits’. 2s, acces. kh ena ne 
Non-personal term and notice deposits............ 


Sub-total: currency and Canadian dollar 


deposits held by the public.................. 


Foreign currency deposits of residents........... 


ae. 


* 


o8 


eee 


eee 


1964 


6.3 
9.9 
23.0 


20.0 


15.0 
10.0 
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The impact of the finance company default on Canadian investors’ pre- 
ferences for various types of financial claims was also an important factor in the 
rapid growth of the chartered banks’ Canadian dollar deposits. 
| The following table puts the recent trend of currency and bank deposits into 
a broader framework which includes other types of relatively liquid claims held 
by the public. 


GENERAL PUBLIC HOLDINGS OF CERTAIN FINANCIAL CLAIMS” 


(millions of dollars) 








—_—_—_—— 
—_—_—_— 


Dec. Dec. Dec. Percentage change 
aif LL eerie ane TE PL 
Currency and chartered bank 
GeMand CENOSUS: ic) cor tees Col alee 6,296 6,693 7,130 6.3 6.5 
Chartered bank personal savings jens S307 8,846 9,642 5.9 9.0 
Quebec Savings Bank deposits........... 347 376 402 8.4 6.9 
Trust and mortgage loan company 
demand deposits and certificates........ 1,079 1,370 1,475 27.0 7.7 
“UT EEE (0) © | Og ortega ewe a 16,079 17,285 18,649 7.9 7.9 
Chartered Banks 
—- non-personal term and notice deposits 1,215 1,494 2,303 
_— foreign currency deposits of residents 
STS WADDCUM on cies Lois ph be eas 408 718 549 
-EETO LLNS) Be Re on 390 606 669 
Finance company short-term paper held 
SOUS OCG Ge Aad a 525 600 550 
Other commercial paper................. 241 287 167 
Provincial and municipal short-term paper® 230 160 250 
Bankers’ acceptances.................... 9 19 150 
Government of Canada 
Se POASUNY DIS Tes. edhe. ode es os oe 430 332 157 
— Market bonds of maturity under 3 years 1,776 1,402 1,441 
— Canada Savings Bonds.............. 5,133 5,613 5,866 
Provincial savings and parity bonds....... 470 575 650 
Trust company investment certificates. .... 1,279 1,478 1,930 
Mortgage loan company debentures....... 845 980 1,060 
GET De aaa tamale ee ORE 29,030 31,541 34,391 8.6 9.0 








(1) This table includes relatively small amounts of some items held by non-residents. 
(2) Estimated outstanding amount of short-term paper issued by provinces, municipalities and their enterprises. 


The first group of claims shown in the table, consisting mainly of accounts 
which may be transferred by cheque, rose at about the same rate in 1965 as in 
1964. There was a significant acceleration in the increase in chartered bank 
personal savings deposits while the accounts of trust and loan companies grew 
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much less rapidly than in 1964. Personal savings deposits fell less than season- 
ally in November when the annual campaign for the sale of Canada Savings 
Bonds was held, and it will be noted lower in the table that the net increase in 
Canada Savings Bonds outstanding was considerably less in 1965 than in 1964. 


The rest of the table includes the other liabilities of the chartered banks to 
Canadian residents and a variety of other interest-bearing claims held by the 
public. Resident holdings of finance company and other commercial paper both 
declined during 1965, but there were substantial increases in the amount of 
short-term paper issued by provinces and municipalities and their business enter- 
prises, and in the amount of bankers’ acceptances outstanding. During the 
summer the banks reduced their acceptance fees and many commercial borrowers 
who found it difficult to sell their paper or to obtain bank loans chose the alterna- 
tive of negotiating acceptances. An active market in acceptances has not yet 
developed and most of them have remained in the hands of investment dealers. 


Public holdings of Government of Canada treasury bills continued to decline 
in 1965 but there was a modest increase in the public’s holdings of short-term 
Government of Canada bonds and a further increase in the amount of provincial 
savings and parity bonds. The trust companies raised the interest rates offered 
on their certificates sharply in the second half of the year and succeeded in in- 
creasing the outstanding amount very substantially in 1965. 


Developments in the banks’ swapped 

deposit business and in their Canadian CHARTERED BANKS: SELECTED DEPOSITS 
dollar term deposit business call for par- ee 
ticular comment. Swapped deposits are 
term deposits converted into a foreign cur- 
rency, usually U.S. dollars, which the 
bank has undertaken through a forward 
contract to convert back into Canadian 
dollars at maturity. The return to the 
depositor on the investment of Canadian ae ft, 
dollars is made up of the yield on his | NON-PERSONAL TeRM 
foreign currency deposit and the profit or 
loss on the exchange swap. Swapped de- A| IWS, y 
posits compete directly with other Cana- (~~ | FOREIGN CURRENCY a4 
dian short-term instruments. By offering 

attractive rates on swapped deposits the 
banks built up these balances by $300 
million during 1964, partly at the expense 
of potential growth in their own Canadian 
dollar short-term deposits on which lower ° Te ME CCGA CCR UeUCT Se MORTL sap 





AND NOTICE DEPOSITS 
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rates were offered. Canadian residents also increased their other foreign cur- 
rency deposits with the chartered banks by over $200 million in 1964. 


Late in 1964 some chartered banks introduced one-year bearer discount 
notes and other new Canadian dollar deposit instruments with terms of one year 
or more. In the first half of 1965 the banks lowered the rates offered on 
swapped deposits below those on Canadian dollar short-term deposits, in part 
because the development of a substantial discount on the forward U.S. dollar 
reduced the return available to the banks on covered short-term foreign invest- 
ments. These two developments diminished the relative attractiveness of 
swapped deposits, which declined by about $300 million in the first half of 1965 
while the banks’ Canadian dollar term deposits were rising very rapidly. Later 
in the year the banks began to provide flexible short-term Canadian dollar deposit 
instruments for customers with large blocks of funds, offering yields well in excess 
of the rates previously available from banks. In the same period, however, 
there was a sharp increase in the yields available to banks on foreign investments, 
reflecting in part the exchange profit which resulted from the emergence of a 
premium on the forward U.S. dollar. As a result the banks offered higher yields 
on their swapped deposits which began to rise again in September while the 
Canadian dollar term balances rose less rapidly and then declined during the 
fourth quarter. 


OTHER CAPITAL MARKET DEVELOPMENTS. In addition to the rapid in- 
creases in bank loans during 1965 there were unusually large flows of credit in 
other parts of the financial system. The total amount of consumer credit out- 
standing increased by about 15 per cent, slightly less than in 1964. The chartered 
banks continued to increase their share of this business and other lenders also 
contributed to the growth. 


The strong demand for credit was also reflected in the mortgage market. 
Approvals of residential mortgages by private institutions and Central Mortgage 
and Housing Corporation were 13 per cent higher in 1965 than in 1964, while 
approvals of mortgages on non-residential properties were 15 per cent above 
their 1964 level. The life insurance companies, trust and mortgage loan com- 
panies and other private institutions committed mortgage funds at a very rapid 
rate early in 1965: the value of their approvals in the first half of the year was 
32 per cent higher than a year earlier. Later in the year some of the mortgage 
institutions sharply reduced the rate of their new lending from this unsustainably 
high rate, although disbursements under earlier commitments led to continued 
increases in the mortgage portfolios of the institutions. Since the demand for 
residential and other mortgage financing remained strong, most lenders raised 
the rates charged for conventional loans by 14-12 per cent in July and August. 


Be 


By the end of the year there had been further increases averaging 14 per cent and 
many lenders were charging 714 per cent on prime conventional mortgages. 


The maximum interest rate permitted on mortgages guaranteed under the 
National Housing Act was 614 per cent throughout 1965. As higher yields were 
available on conventional loans, particularly in the second half of the year, private 
institutions invested less in NHA mortgages than in 1964 while their approvals 
of conventional mortgages rose by 14 per cent. Central Mortgage and Housing 
Corporation increased the amount of its direct NHA lending in the second half 
of the year. On January 10, 1966 the maximum rate was raised to 634 per cent 
in order to attract more private funds into NHA mortgages. 


In addition to the increases in mortgage borrowing and bank loans to which 
reference has been made, private non-financial businesses borrowed heavily from 
the sales finance companies, and although the amount of short-term commercial 
paper outstanding at the end of 1965 was $106 million lower than a year earlier 
there was a more-than-offsetting increase in borrowing through bankers’ accept- 
ances. Private non-financial business firms also raised about $200 million more 
than in 1964 by sales of new bonds and stocks. These new issues included sub- 
stantial sales to non-residents. 


SELECTED ITEMS OF BUSINESS FINANCING”) 


(millions of dollars) 


1963 1964 1965 

Increases in are er Pe: 
BA RMSOANS 2) hes heieeds 10 0%, eyssberey Why civiasdeieas 309 571 655 
Sales finance company loans.................. 774 | 204 210 
Commerical paper (excluding grain dealers)... —18 49 — 106 
BanMOtS ACCEDLAIICES: ye ieee Sen es ok oe eae 2 2 139 
Industrial Development Bank loans............ 27 31 29 
Net new issues of bonds..................e0e0. 450 547 841 
Net new issues of stockS..............2.00600. 223 345 252 
iciginem ere ae i, Siiie 2O choy en 1,214 1,749 2,020 














(1) Excludes most forms of mortgage borrowing by non-financial businesses, for which comparable information is not available. 
(2) Business loans, excluding provincially guaranteed loans to public utilities. 


The financial requirements of provincial and municipal governments and 
their enterprises taken as a whole rose sharply in 1965. The amount raised by 
these governments and their enterprises by the net sale of bonds was well below 
the level in 1964, but their bank borrowings increased substantially, particularly 
in the case of municipalities, and the outstanding amount of their short-term 
market paper also rose substantially. The total of these borrowings appears to 
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have fallen short of the aggregate requirements of the governments and their 
enterprises and there was probably some reduction in their holdings of cash and 
liquid assets. 

The federal government’s balance of revenues and expenditures improved 
by about $220 million in 1965, on a national accounts basis, following an im- 
provement of $620 million from 1963 to 1964. The changes in the Govern- 
ment’s accounts since 1963 are shown in the following table. 


GOVERNMENT OF CANADA FINANCIAL ACCOUNTS 
(millions of dollars) 
Calendar Calendar Calendar 


1963 1964 1965 
BiRGlaUvaDGIaNCG <1. + 0ss a scale ces eveweeaeeae ences anyee — 633 — 153 + 70 
Adjustments from budgetary to National Accounts basis: 
(plus sign indicates items added to budgetary revenue or 
deducted from expenditure, minus sign the reverse) 
Government employee pension fund contributions and 
interest earnings, less pension payments............... +292 +310 +345 
Unemployment insurance and old age security fund 
receipts, less disbursements...............ceeceeevees — 150 — 37 +240 
Capital assistance to non-defence industry............... + 56 + 76 + 80 
Increase in corporate tax liabilities, less collections........ + 28 — 123 — 132 
Disbursements of other Government funds and agencies, 
less receipts under budgetary appropriations........... — 25 + 74 — 66 
ROSCrves ANG WLILO-OlS are so acais's.< oan seeeemteass antes Sa ee ones + 85 +119 + 44 
Pll LO GAAGIUSTINOMS: (TCL) chen s'oq eon s sists so ae tee te ete + 55 + 62 — 31 
Nationainccounts balances... o.0. vod. . de een deste sens — 292 +328 +550 
Financing: uses (++) and sources (—) of funds 
Funds advanced to Government lending agencies ........ +150 +326 +544 
Funds from sale of Northern Ontario Pipelines............ — 108 - - 
Funds repaid or lent to International Monetary Fund...... + 87 +264 + 68 
Investment of Columbia River funds in U.S. securities. .... ~ +220 — 33 
Change in accrued corporate tax liabilities less collections... + 28 — 123 — 132 
Funds advanced to Exchange Fund.................ee0e% + 35 + 48 + 81@ 
Increase (—) in direct and guaranteed debt held outside 
Government accounts oe tore o oa tees ene ee —976 —195 — 137 
Change in Canadian dollar bank balances................ +470 — 307 +156 
Change in all other assets and liabilities (net)............ + 22 + 95 + 3 
OC beste cicada i eines ae eed —292 +328 +550 














(d) lbs poranee and Housing, Export Credits Insurance and Farm Credit Corporations and the Municipal Development and 
oan Fund Boar 
(2) Includes $33 million advances in connection with redemption of Columbia River securities which was offset by a corresponding 
reduction in “Investment of Columbia River funds in U.S. securities’. 
Source: ‘Canada Gazette”, ‘‘Monthly Statement of the Government's Financial Operations”. Adjustments to National Accounts 
basis for 1965 are Bank of Canada estimates. 
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The outstanding amount of Government of Canada direct and guaranteed 
securities exclusive of Government account holdings increased by $161 million in 
1965.* Public holdings of Canada Savings Bonds increased by $253 million 
while there was a decline of $92 million in the amount of market securities out- 
standing outside Government accounts. The fact that the Government was able 
to effect some net pay-off of maturing market issues at the time of refundings was 
an important factor in the development of the bond market during the year. 


Chartered bank holdings of Government securities changed little on balance 
in 1965, the Bank of Canada’s portfolio increased by $357 million, and there was 
a net decline of $468 million in the public’s holdings of market debt. 


FINANCIAL TRANSACTIONS OF CANADIANS WITH NON-RESIDENTS. 


The net use of non-resident savings by Canadians increased from $433 million in 
1964 to over $1,100 million in 1965. Capital inflows into Canada rose from 
almost $800 million in 1964 to about $1,300 million in 1965 while official re- 
serves of foreign exchange plus Canada’s net creditor position with the Inter- 
national Monetary Fund, which had increased by $363 million in 1964, rose by 
$157 million in 1965. Details of the main items in the capital account for the 
first three quarters of 1965 together with estimates of some of the movements in 
the fourth quarter are given in the table on the following page. 


Taken together the major types of long-term capital movements shown in 
the table gave rise to a net capital inflow of about the same size in 1964 and 1965. 
Foreign direct investment in Canada was 
Pe eanoally higher than int1964)ibut | Go veenpear Kono Vine AVERAGES! 
capital outflows resulting from non- Per Cent 
resident sales of outstanding Canadian 
stocks to Canadians and the retirement of 
called and matured Canadian bonds held ae ye 
by non-residents were also considerably | 
larger. Deliveries of new issues of Cana- 
dian bonds sold to non-residents amount- 
ed to $1,100 million in both 1964 and 
1965. Offerings of new Canadian bond 
issues in the United States market were 
exceptionally heavy in the late summer 
and early autumn of 1964 following the 
enactment of the U.S. Interest Equaliza- i961 1962 1963 1964 1965 66 


i 1 o 1. Monthly average of Wednesday closing yields on all 
tion Tax and the granting of an exemp direct issues due or callable in 10 years or more. 


UNITED STATES 











* This change differs from that shown in the table as a result of differences in the methods of calculation. 
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CANADIAN BALANCE OF INTERNATIONAL PAYMENTS 


(millions of Canadian dollars) 


1965 
ape y etA EEN rit Qe ZW ea M Ae 

Current Account Balance — 433 na | —397 —363 6 n.a. 
Capita! Account Transactions 
Direct investment 

foreign investment in Canada ............... 255 n.a. 70 120 100 n.a. 

Canadian investment abroad™................ — 140 na. | — 35 - — 40 na. 
Canadian stocks 

Netw ralisccuONnS--4 oe cues was oat vad ogee —128 —226 |— 77 — 81 — 30 — 38 
Canadian bonds 

NWA SSUCSE Ire Foi bts os akcanareans wees 1,102 1,105 264 302 297 242 

RELALACTTTIGY Sa nga rte a nD erecta latin 8! —306 —366 | — 63 —175 — 54 — 74 

net face mm OUlStandingS.........-.5--ceeas 0% a 64 3 17 38 6 
Foreign securities 

RECEANSACHIONS (2 tree nf tain oil 4 ecco tenes — 6 ~— 74);— 35 — § — 22 — 12 
Columbia River treaty 

eetcansacllOnSs./curc gear, weiss sme eee nutes 54 32 ~ ~ - 32 
Foreign currency position of Canadian banks 

vis-a-vis non-residents net increase (—)....... — 303 426 219 248 — 23 — 18 
Canadian dollar deposits and treasury bills....... 12 45 64 — 51 — 26 58 
Canadian commercial paper.................06- — ll ll - 7 4 - 
Canadian finance company paper................ 196 —179 | — 38 — 7 — 65 — 69 
Canadian finance companies’ other 

SHOILALOMIT ODIISAUONS oi! 5x ore. bie so Sichte ous 52 205 25 99 89 — 8 
Other long and short-term capital............... —- 1 na | — 72 —110 — 48 n.a. 

Total capital account transactions............. 796 325 364 220 
Changes in reserves and IMF position 

Official holdings of gold and foreign exchange... 86 — 11 | —118 — 92 144 55 

Nerposiionawithl Misc asa. te cedareth es 4 277 168 46 93 82 — §3 

GU AU Ree ee ae ee He ahi een, 0h), 363 157 le he 226 Ms 


(1) Exclusive of undistributed earnings. 


Note: A positive figure indicates an inflow of capital into Canada, and thus an increase in Canadian liabilities or a decrease in 
Canadian assets. A negative figure indicates the reverse. 


36 


tion for new Canadian security issues. The interest-rate spread between long-term 
Canadian and U.S. Government bonds narrowed by about 25 basis points be- 
tween August 1964 and January 1965. In early December 1964 the Canadian 
authorities suggested to provincial governments that it would be helpful if little 
use were made of the U.S. market for the time being. The volume of new offer- 
ings was reduced until March when the suggestion was withdrawn following the 
introduction of the U.S. balance of payments measures. After the tightening of 
the U.S. guidelines in June, when access to other sources of capital was further 
restricted, the volume of new offerings of Canadian long-term bonds in the U.S. 
market increased. It remained heavy until mid-November when an official 
request was made of Canadian borrowers to defer until 1966 the delivery of the 
proceeds of new issues already negotiated in the United States and to postpone 
any new U.S. borrowing until then. The carryover of bonds offered in late 1965 
for delivery in early 1966 was therefore unusually large. 


NEW ISSUES OF CANADIAN BONDS 
SOLD TO UNITED STATES RESIDENTS 


(millions of Canadian dollars) 


By date By date Undelivered at 
of offering of delivery end of period 
1964 
1Q 91 125 88 
20 238 294 32 
3Q 309 103 238 
4Q 345 532 51 
peed 
1Q 339 255 135 
20 265 298 102 
3Q 378 290 190 
4Q 344 232 302 


In contrast to the broadly similar pattern of long-term capital flows in 1964 
and 1965, there were very substantial changes in the main types of short-term 
flows. Foreign investors’ interest in Canadian finance company paper was re- 
duced by both the U.S. guidelines and the June default. Although the covered 
yield to foreign investors was relatively high during much of 1965, there was an 
outflow of $179 million compared to an inflow of $196 million to Canada in 
1964. Other short-term borrowings of finance companies provided an inflow of 
$205 million in 1965. The latter figure includes the effects of the takeover and 
subsequent financial reorganization of a Canadian finance company by a U.S. 
firm as well as other short-term transactions between Canadian companies and 
foreign banks and parent companies. 
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In 1965 there was a small net 
capital inflow from transactions in 
treasury bills and commercial paper 
and from changes in non-resident hold- 
ings of Canadian dollar deposits, com- 
pared with almost no net movement in 
1964. However, there was a very sub- 
stantial reversal in flows arising from 
the foreign currency business of the 
banks. During 1964 Canadians had 
built up their swapped deposits and 
other foreign currency bank balances 
with Canadian banks, and these funds, 
together with increased balances de- 
posited by United States residents, were 
channelled principally into investments 
in Britain and Continental Europe. 


CHARTERED BANKS 
FOREIGN CURRENCY 
ASSETS AND LIABILITIES’ 


Billions of Canadian Dollars 


WITH RESIDENTS 
OF UNITED STATES 


WITH RESIDENTS 
OF CANADA 







LIABILITIES 


ASSETS 


ASSETS 


NET LIABILITIES 








Se 
eat y 
a 
ui in ul eaadaaasenctenetscetsesctorate 


| ae 





WITH RESIDENTS 
OF BRITAIN 


ASSETS 









eee 
1964 1965 


Ok 


— 0 


WITH RESIDENTS 
OF OTHER COUNTRIES 


LIABILITIES 





0 0 


Ob WH. 0 
44 


1964 1965 


1. Assets and liabilities carried on the books of head 
offices and branches in Canada. 
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SELECTED 3 MONTH INTEREST RATES 


Monthly Averages — Per Cent 
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Following the introduction of the U.S. 
balance of payments programme in 
February 1965, the Minister of Finance 
requested each chartered bank to con- 
duct its foreign currency operations in 
such a way that the net asset position 
of head offices and Canadian branches 
vis-a-vis U.S. residents would not fall 
below the level at the end of 1964. As 
USS. residents withdrew U.S. dollar de- 
posits from Canadian banks in response 
to the guidelines, the chartered banks 
met only part of the drain by liquidat- 
ing investments in the United States; 
they drew funds from other countries 
to the extent of $955 million in 1965 
by liquidating assets and increasing lia- 


bilities. On balance, the foreign cur- 


rency operations of the Canadian banks resulted in a net flow of capital into the 
United States of $529 million and a net inflow into Canada of $426 million in 
1965. As the table on page 36 shows this inflow into Canada provided an im- 
portant part of the financing of the current account deficit in the first half of 1965. 


CANADIAN CHARTERED BANKS 


HEAD OFFICES AND BRANCHES IN CANADA 


NET CHANGES IN FOREIGN CURRENCY POSITION” 


With non-residents 
U.S. residents 


Other non-residents 


PSA go Ie ae ee 
CE CES eet 


Total 


Net claims on non-residents. . . 


With Canadian residents 


Changes in chartered banks’ 


DWE Het DOSINON <i 02.205 <u en's oa. 


(1) Adjusted for variations in exchange rates. 


(millions of Canadian dollars) 


1965 


The spot rate for the United States 
dollar in the Canadian foreign ex- 
change market rose from 107% at the 
beginning of the year to 108% in July. 
It declined following the announcement 
of the Soviet wheat sale in mid-August 
and closed the year at 10712. The for- 
ward exchange rate for the U.S. dollar 
in Canada was at a premium from 
August 1964 to February 1965. The 
rate moved to a discount in February 
and to a premium again in late July. 
From September to December the 90- 
day forward rate for thé U.S. dollar 
remained at a premium yielding 12-%4 
per cent when expressed at annual 
rates. 


OFFICIAL HOLDINGS OF GOLD AND 
U.S. DOLLARS AND NET CREDITOR 
POSITION WITH THE 1.M.F. 


Monthly — Billions of Dollars 


[| Net Creditor Position with ILM.F. 
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BANK OF CANADA OPERATIONS. 


U.S. DOLLAR IN CANADIAN FUNDS 


Monthly Average of Business Days 


SPOT RATE 





90-DAY FORWARD DIFFERENTIAL ! 


Premium Above Spot Rate 


Rawe 


Discount Below Spot Rate 





| 
1961 1962 1963 1964 1965 66 


1. Expressed as a percent per annum. 


Canada’s official holdings of gold 
and U.S. dollars declined by U.S. $10 
million in 1965 while our net creditor 
position with the IMF increased by US. 
$156 million. Of this latter amount, the 
equivalent of U.S. $121 million was ac- 
counted for by other countries’ draw- 
ings of the Fund’s holdings of Canadian 
dollars, and the equivalent of U.S. $35 
million was accounted for by other coun- 
tries’ drawings of Canadian dollars which 
the Fund borrowed from Canada under 
the General Arrangements to Borrow. 


The Bank of Canada’s operations in 


Government of Canada securities in each month of 1965 are summarized in the 


table on pages 42 and 43. 


A net amount of $229 million of Government securi- 


ties was acquired by the Bank in market transactions, and other transactions led 
to an additional net increase of $128 million in the Bank’s portfolio of Govern- 


ment securities. 
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The technique of entering into special one-month purchase and resale agree- 
ments with money market dealers was used at the end of 1963 and 1964 to offset 
seasonal currency movements during December and January. In 1965 the Bank 
of Canada’s ordinary security transactions together with variations in the level of 
the Government’s deposit at the Bank provided the necessary offset. On oc- 
casion during 1965 the Bank of Canada purchased foreign currency assets from 
the Exchange Fund on a temporary basis in order to assist in the management of 
chartered bank cash reserves. In 1965 as in 1964 the Bank of Canada’s net 
earnings were transferred to the Receiver General at various times during the 
year. 

The U.S. $200 million credit facility which was made available by the Bank 
of Canada to the Bank of England in November 1964 had been drawn on to 
the extent of U.S. $50 million by the end of 1964. Additional amounts of U.S. 
$25 million each were drawn in January and April 1965. In May the Bank of 

‘England used part of the proceeds of a United Kingdom drawing on the IMF to 
extinguish its liability to the Bank of Canada. In September 1965, the Bank of 
Canada along with other central banks entered into new arrangements with the 
Bank of England to support the improved sentiment towards sterling in the ex- 
change markets. In the case of the Bank of Canada the facility was for an 
amount of U.S. $75 million; no drawings have been made. 


In 1965 the United States drew Canadian dollars in an aggregate amount of 
$85 million from the IMF. The funds were used to facilitate repayments to the 
Fund by other countries and the Bank of Canada co-operated in the carrying out 
of these transactions. 


Bank of Canada advances to banks were outstanding on 48 business days 
during 1965 compared with 15 business days in 1964. The maximum amount 
outstanding on any one day was $31.7 million and the daily average for the year 
was $1.77 million compared with $0.02 million in 1964. The Bank of Canada 
held securities purchased from money market dealers under ordinary resale 
agreements on 42 business days during the year compared with 49 days in the 
previous year. The maximum amount outstanding on any one day was $71 
million and the daily average for the year was $2.83 million compared with $2.43 
million in 1964. 


The assets and liabilities of the Bank of Canada at December 31, 1965, 
together with comparative figures for December 31, 1964, are set forth in the 
balance sheet at the end of the Report. 
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BANK OF CANADA NET TRANSACTIONS IN GOVERNMENT SECURITIES 


iN 1965 
i 


(delivered basis — par values in millions of dollars) 


Net purchases from (+-) or net sales to (—) 
investment dealers and banks 














Bonds() 
Treasury 2& stip and’) Secaritles 
bills under 2 to 5 Sto10  Over10 bonds under PRA 
Jans eee: +19 + 75 — 7] —14 - + 9 — 100 
POD) ar ei: +15 + 67 + 3 — 46 + 8 + 46 ~ 
Mateae ae ANE: Se i ae ey BT. rae sened s 
PAR cee ea aay —5] + 82 + 31 +15 + 10 + 87 ~ 
Naviie.e, Sas +69 + 8 + 10 + 7 + 12 +106 + 3 
June.. —54 + 2 + 2 + 5 + 37 — /] — 3 
POL pees: —13 — 9 + 15 - + 2 — 5 ~ 
Aug — 9 — 4 — 18 - — 18 — 48 - 
SEP eta —21 — 30 — 70 - + 1 —119 ~ 
OCli eee ne: +27 + 2 - - - + 29 ~ 
NOVeee ceo, fa + 8 ~ + 5 + 31 + 48 - 
CCR NE 4 4H +39 — 12 — 7] — 1 + 5 + 24 ~ 
Olah ls 2 + 7 +239 —101 — 22 +105 +229 — 100 


(1) Classified by years to maturity at time of transaction. 
(2) Special PRA's: includes $97 million of bonds and $3 million treasury bills. 
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Net transactions with Government and other accounts 


Purchases (+) of new issues 
less matured holdings 


bills 


— 
font 


bonds 


Net sales (—) to 
Securities 


Emvestment Acct. 


bills 


bonds 





Net sales (—) to 
other Govt. and 


client accounts 
pace aie ads 


mene ts i 
+96 . 
— 31 — 26 
+ 12 +10 
aot ae 
edit oes 
LS Be 2 
i atG = 
— 22 + 5 
— 15 — 2 
— 20 — 1 
— 14 — 4 
— 219 — 3 


Net change in holdings 
of Government securities 





bills 


bonds 


— 102 
— 26 
+ 23 
+ 96 
+152 
— 25 
+ 52 
— 40 
+ 29 
+ 43 
+ 24 


+226 


total 





— 143 
+ 21 
+ 21 
+ 73 
+158 
— 20 
+ 16 
— 50 
+ 31 
+153 
+ 44 
+ 54 


+357 
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The External Economic Environment 


GROSS NATIONAL PRODUCT 
Constant Prices 
Annual — Index 1960 = 100 






Ratio Scale 
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TOTAL OECD COUNTRIES! 
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100 CANADA 

130 
100 

UNITED STATES: 
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100 BRITAIN | 
100 130 

GERMANY 

130 
100 FRANCE 

130 
100 ITALY 

150 


100 JAPAN 


100 
1960 196] 1962 1963 1964 1965 


1965 preliminary estimates. 


1. Includes countries shown plus Austria, Belgium, 
Denmark, Greece, Iceland, Ireland, Luxembourg, 
Netherlands, Norway, Portugal, Spain, Sweden, 
Switzerland and Turkey. 
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The world trading environment 
continued on balance to be reason- 
ably favourable to Canada in 1965, 
despite the slowdown of import de- 
mand in two of our important external 
markets—Britain and Japan. The 
total output of OECD member coun- 
tries (which take about 85 per cent of 
Canada’s exports) rose by about 41% 
per cent and the value of world trade 
by some 8-9 per cent. While these in- 
creases were somewhat below the 
exceptionally large gains experienced 
in 1964, they compare favourably 
with the average of recent years. In 


Canada’s most important external 


market, the United States, the eco- 
nomic expansion was even stronger in 
1965 than in 1964. Canada’s wheat 
and flour exports received strong sup- 
port from a shortfall in the Soviet 
Union’s 1965 grain crops and con- 
tinued strong world-wide demand for 
wheat. 


At the beginning of 1965 most 
of the overseas industrialized coun- 
tries were attempting to restrain price 
and cost pressures. In the course of 
the year this emphasis in policy was 
intensified in Germany and also in 
the Scandinavian countries and in 
Britain where balance of payments 
considerations had a major influence 


on policy formulation. On the other hand as the year progressed the author- 
ities in Italy and Japan, and to some extent in France as well, felt able to 
shift the emphasis of policy towards encouraging some acceleration in the growth 
of demand. In the United States, as unemployment declined the authorities 
became increasingly concerned that price and cost pressures might develop which 
could endanger the strong expansion of the past few years. The Government 
laid stress on its “guideposts” for non-inflationary price and wage behaviour and 
intervened directly on several occasions to influence price and wage movements. 
Another important feature of United States policy during 1965 was the issuance 
of a number of balance of payments guidelines directed towards reducing net 


capital outflows. 


In the United States economic 
expansion continued through its fifth 
year at a faster pace than had gen- 
erally been expected at the beginning 
of 1965. Total output is now esti- 
mated to have risen by 71% per cent 
in value and 51% per cent in volume 
in 1965, compared with gains of 6% 
per cent and 5 per cent respectively in 
1964. Business fixed investment was 
the most dynamic area of demand, 
increasing by 15 per cent. Consumer 
expenditures also advanced strongly, 
reinforced by tax reductions and in- 
creased social security benefit pay- 
ments. Following two years of virtual 
stability Federal Government ex- 
penditures rose during 1965 as a 
result of higher defence commitments 
and expanded welfare programmes. 
On a national accounts basis the fiscal 
position weakened at a seasonally 
adjusted annual rate of $6% billion 
from the first to the second half of the 
year. On the other hand residential 
construction failed to rise above the 
previous year’s level and export 
growth was small. 


The margin of unused capacity 
in the United States was further re- 


UNITED STATES 
MEASURES OF ECONOMIC ACTIVITY 


Ratio Scale 
60=100 
Index 19 130 






GROSS NATIONAL PRODUCT 


CONSTANT DOLLARS 120 






100 


TOTAL EMPLOYMENT 





Arithmetic Scale 
8 


UNEMPLOYMENT 
As % of Labour Force 





Ratio Scale 
Index 1960=100 126 





OUTPUT PER PERSON EMPLOYED 






110 
100 
WAGES AND SALARIES! 10 
PER UNIT OF OUTPUT 
100 





196] 1962 1963 1964 1965 


Seasonally adjusted. 


1. Includes supplementary labour income and employer 
contributions for social insurance and to private 
pension, health and welfare funds. 
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duced in 1965. This was accompanied by a large increase in imports which went 
up by 14 per cent compared with 9 per cent in the previous year. As in 1964, 
employment increased more than the labour force and the unemployment rate 
fell to an average of 4.2 per cent in the fourth quarter from 5.0 per cent a year 
earlier. The 514 per cent increase in output, taken in conjunction with the 22 
per cent rise in employment, implies an increase in output per worker not very 
different from that experienced in 1964. However, the average number of hours 
worked went up, and the gain in output per man-hour fell short of both the 
previous year’s performance and the average for the whole expansion. On the 
other hand wage and salary increases continued to be moderate and unit labour 
costs in the private sector rose less than in 1964. The higher level of economic 
activity was accompanied by more upward movement in prices than had been the 
case in the first four years of the expansion. After increasing at an average 
annual rate of 1.3 per cent between 1960 and 1964, the GNP price index of all 
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goods and services rose by 1.8 per cent 
in 1965. The over-all consumer price 
index in December was 2.0 per cent 
higher than a year earlier, almost twice 
the increase experienced during the 
previous twelve-month period. 


During the course of the year in- 
creased attention was given to the risk 
that aggregate demand might rise at a 
rate which would exert stronger up- 
ward pressure on costs and prices with 
adverse consequences for the domestic 
economy and the balance of payments. 
Credit conditions became tighter in the 


latter part of the year. There was a 


Seance es Ss Seo So5 ° " : : 
EEE RR rapid growth in bank lending in the 
er Koy Seen 4 : 
course of the year which was associated 
te 19 With a marked increase in public hold- 
DEFICIT ON GOVERNMENT TRANSACTIONS ings of time and savings deposits at 
XN POO OCOCEO EC es SSR KS S55 ° . 
. oe oe ss Oe banks and by a reduction in bank hold- 
RS SK ype SRR : ° 
oe Se ings of United States Government 
securities. Commercial bank loans and 
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| 
1963 


Seasonally adjusted at annual rates. 


1. As measured by changes in U.S. official reserve assets 
and in liquid liabilities to all foreigners. 
2. Excludes net military expenditures abroad. 


1960 on 1962 1964 1965 
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investments increased by 10 per cent 
compared with an 8% per cent in- 
crease in 1964. Both the banking 


and non-financial business sectors of the economy became less liquid and from 
July onward interest rates moved progressively higher. By early 1966 interest 
rates generally had risen to the highest levels for many years. To help moderate 
the growth in final demand and to meet rising Government expenditures, the 
President in his 1966 budget message asked Congress to approve tax changes 
which would accelerate tax payments by corporations and individuals, rescind the 
recent reduction in excise taxes on automobiles and provide for new charges on 
the users of transportation facilities. 

As the diagram on the preceding page shows, the United States balance of 
payments position improved sharply immediately after the announcement of the 
first guidelines in February, but some of the improvement was temporary and the 
deficit widened again in the second half of the year. For the year as a whole 
the over-all deficit was about $1.3 billion,* compared with $2.8 billion in 1964. 
The merchandise trade balance became less favourable, moving from a surplus of 
$6.7 billion in 1964 to a surplus of $4.8 billion in 1965. Direct investment 
outflows increased in 1965, particularly in the first half of the year, but the out- 
flow of other capital was greatly reduced. Modifications of the guidelines made 
early in December were aimed at eliminating the deficit in the over-all payments 
position in 1966. 

Economic developments in Britain during 1965 continued to be dominated 
by the need to correct the severe balance of payments deficit which had emerged 
in 1964 and which led to very heavy losses of reserves. The initial steps taken 
to deal with the situation late in 1964 were reinforced in the April budget, and 
late in July further measures were taken to restrain the growth of domestic de- 
mand, restore equilibrium in the balance of payments and re-establish confidence 
in sterling. While investment outlays and some other elements of demand, par- 
ticularly expenditures on consumer durables, were dampened, the easing of 
pressure on available resources appears to have been modest so far. The labour 
market remained very tight throughout the year and overtime work continued at 
a high level. There was a further upward drift in prices. Average weekly 
earnings in manufacturing rose by more than 8 per cent in 1965 while produc- 
tivity gains appear to have been slight. The Prices and Incomes Board which 
was established during the year undertook a number of reviews of proposed in- 
creases in both prices and wages and towards year-end issued its first reports. 
In October the Government announced plans to introduce legislation to strengthen 


* As measured by changes in United States official reserve assets and in liquid liabilities to 
all foreigners. (As measured by changes in United States official reserve assets and in 
liquid and certain non-liquid liabilities to foreign official agencies the deficit was $1.4 
billion in 1965 and $1.25 billion in 1964.) 
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BRITAIN its prices and incomes policy by pro- 

MEASURES OF ECONOMIC ACTIVITY a : 
viding a statutory delaying and review- 
Ratio Scale ing mechanism. Under this legislation 

Index 1960=100 5 ° 
129 | price and wage increases could be post- 
poned until a review was conducted by 
the Prices and Incomes Board. 





INDUSTRIAL PRODUCTION 





100 Britain’s payments position 


strengthened in the course of the year 


Arithmetic Scale 


8 Millions 8 as the result of improved export per- 


Lnanbardoat formance and the reversal of short- 


term capital outflows consequent upon 
the re-establishment of confidence in 
sterling. Exports rose by 7 per cent in 
1965 while imports, under the con- 
tinued restraining influence of import 
surcharges, went up very little. Non- 
merchandise earnings were adversely 
affected by higher interest payments 
abroad and by the increase in royalty 
payments to oil-producing countries. 

ADL ECC BREET EMERY E EITC Restrictions placed on long-term capi- 
Sansonally adjusted (Imports and Exports 3-month moving tal transactions contributed to some 

improvement on capital account. 


£ Billions 





Britain’s reserves fell very sharply in late 1964 and early 1965 and were 
maintained only by substantial external official borrowings. Largely to repay 
temporary financing from a number of central banks Britain drew the equivalent 
of U.S. $1,000 million from the IMF in December 1964 and a further $1,400 
million in May 1965. Through late spring and most of the summer the position 
of sterling in the exchange market remained uncertain and, as previously noted, 
further restraints were introduced late in July. Sterling strengthened in Septem- 
ber as adverse speculation subsided and some short positions were covered. On 
September 10, 1965 the Bank of England announced that new arrangements had 
been made with ten central banks, including the Bank of Canada, to support the 
improved sentiment towards sterling in the exchange markets. Since September 
reserves have risen and there has been a sizeable repayment of official short-term 
liabilities. 

The pattern of economic developments in Continental Europe was mixed 
in 1965. Germany, with a very strong over-all demand situation in conditions 
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of full capacity utilization and an extremely tight labour market, experienced a 
somewhat slower rise in total output, further significant increases in prices and 
costs and arise of 20 per cent inimports. In France, where price and to a lesser 
extent wage increases were moderated by the maintenance of the 1963 stabiliza- 
tion programme, there was a modest recovery in demand and output. While 
the authorities refrained from adopting a vigorous expansionary policy on the 
ground that this might lead to a revival of the “inflation psychology” which ac- 
companied earlier periods of more rapid growth, they nevertheless took some 
selective measures to reactivate the economy and to improve the conditions for 
financing investment. In 1965 Italy experienced a gradual recovery in output 
and employment; exports continued to rise strongly, expenditures on public 
works increased and consumer outlays revived somewhat. Measures also were 
taken to encourage private investment. 


Economic activity in most other Western European countries continued to 
expand in 1965, though less rapidly than in 1964. In nearly all these countries, 
economic policy was directed towards restraining domestic inflationary pressures. 


In Japan industrial output increased only marginally during the year despite 
the relaxation of the measures taken in 1964 to deal with the sharp deterioration 
in the balance of payments; a strongly expansionary fiscal policy was adopted 
late in 1965. 

Australia, New Zealand and South Africa continued to experience strong 
domestic expansion in 1965 and adopted measures of restraint as price and cost 
pressures mounted and reserves fell. 


The economic performance of the primary-producing countries, whose 
domestic level of activity is heavily dependent on export earnings of one or a few 
primary commodities, varied widely in 1965. Those exporting petroleum and 
non-ferrous metals did relatively well as demand for their products remained 
buoyant and export prices of metals continued to rise; many of these countries 
added to their exchange reserves. Countries relying mainly on the export of 
tropical agricultural products, on the other hand, fared less well although their 
external positions appear to have improved somewhat towards year-end with the 
firming of prices for cocoa, coffee and to a lesser extent sugar. Among the 
countries most adversely affected by developments in commodity markets were 
India and Pakistan whose external positions remained extremely difficult through- 
out the year. The major countries of Latin America had on balance a reason- 
ably satisfactory year in external trade. Aided by further measures under the 
Government’s stabilization programme, there was a marked recovery in Brazil’s 
international trade and reserve position during 1965. 
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CHANGES IN COMMODITY EXPORTS AND IMPORTS 


(percentage change from previous year) 


1964 1965” 
Eepsths Dip (Annas Exports | laparts 
United’ Statesueu ey ck 8 ee ae 9 4 14 
Ganaday geen re fh gi ae 16 15 6 15 
DUCal etna erin. oo. DEA 4 15 7 l 
ERaRGO cmaee eS ree een cow 1] 15 12 3 
GGIdnymee re ue, 11 12 11 20 
ELT sila au pela Sah ae 18 —§ 7a —] 
LETICT LS Gl ee on deg ei 23 16 28 6 


(1) Preliminary estimates. 


The differing degrees of demand strength in the main industrial countries 
were strikingly reflected in the development of current account balance of pay- 
ments surpluses and deficits. In countries where the pace of expansion had 
slackened and the pressure of domestic demand had eased, substantial trade sur- 
pluses developed, reinforced in some cases by strengthened invisible earnings. 
Japan experienced a favourable swing on current account estimated at more than 
U.S. $1,000 million which moved her into substantial surplus, while Italy’s posi- 
tion improved by an estimated $800 million. France also moved into surplus in 
1965, the favourable swing amounting to somewhat more than $500 million, 
while Britain’s 1964 current account deficit of $1,200 million was reduced by 
over $600 million. On the other hand, Germany moved into a substantial deficit 
position as her current account deteriorated by about $1,700 million; the United 
States current account surplus declined by approximately $1,500 million and 
Canada’s current account deficit increased by about U.S. $650 million. 


For most of the countries concerned the impact on reserves of these wide 
swings in current account transactions appears to have been largely offset by 
capital movements and IMF transactions. Some detail of changes during 1965 
in the official reserve assets of IMF member countries (plus Switzerland) are 
summarized in the table on the following page. 


The $1,222 million decline in the United States holdings of reserve assets 
financed the bulk of its deficit of just under $1,400 million on an official trans- 
actions basis. The official holdings of United States dollars of Continental 
European countries declined substantially in the course of 1965 but there was a 
small net increase in the official holdings of IMF member countries taken as a 
group. ‘The increase in Britain’s gold and foreign exchange reserves in 1965 
was facilitated by a drawing of the equivalent of U.S. $1,400 million in May from 
the IMF. This brought Britain’s total indebtedness to the Fund to about $2,300 


50 














million. ‘The Continental European countries’ increase in reserve assets was 
more than accounted for by the rise in their reserve positions in the Fund. The 
sharp fall in their holdings of foreign exchange (largely United States dollars) 
was accompanied by an almost equal increase in their holdings of gold. 


CHANGES IN THE MAIN COMPONENTS OF OFFICIAL 
RESERVE ASSETS 


(change from previous year-end in millions of U.S. dollars) 














1964 1965 
IMF 
Foreign reserve 
Total Total Gold exchange position() 

UNTO otates fo. hoes te ele ees —171 —1,222 —1,406@ 349 — 165 
Ata tian Wenn sy, Sait elt, pCi ek: sn, 279 145 125 — 135 155 
Continental Europe®.............. 3,031 929 2,310 — 2,529 1,148 
ATCliyre bi. (hat: eee ee 252 112 107 — 103 108 
BEAN COs tect shies eB w 8 ie, 816 619 977 — 623 265 
SOME: set taps ccet stot 5 lalesaw a 202 — 453 162 —778 163 
PUI GR ein Gin aA alas. « 418 590 297 — 110 403 
NerIeTIANdS, 05 1 ee. ee at 247 67 68 —94 93 
SMA Sata pees Ge. Aer. 367 — 105 194 — 333 34 
SWOGGN? tes MAE 8) cele rasan? | 206 i 13 —61 55 
BS milzeTland ee. . eyes de ws dee ecm 45 125 317 — 192 _ 
UTA IS Page Osea 448 — 33 liege — 235 27 

any 

BRAN. Ae, ld hee Saleen — 831 688 688 —(4) 
TOD I GS ene SSR Poe eee — 39 133 98 35 
Other IMF members.............. 126 425) 375@) 48 
Total of above countries........... 2,395 1,100) — 100® 1,221 


























(1) The figures in this column represent the amount which members of the Fund are entitled to draw under their “gold tranche 
position’ and as a result of loans made to the Fund under the General Arrangements to Borrow. : 

(2) Excludes the effect of $259 million gold payment to the IMF in connection with the forthcoming increase in quota. 

(3) Includes Switzerland which is not an IMF member. 

(4) Britain has had no reserve position in the Fund since December 1964. 

(5) Rounded estimates, 


This table is based on data from “International Financial Statistics’ published by the IMF. The figures for December 31, 1965 are 
in some cases still preliminary. 


Between 1961 and 1964 the official reserve assets of IMF members taken 
as a group rose at an average annual rate of about U.S. $2,100 million. Some 
60 per cent of this increase was in foreign exchange, almost entirely United States 
dollars; approximately 30 per cent came from net additions to monetary gold 
stocks and the balance was in the form of larger reserve positions in the IMF. 


on 


In 1965 Fund member countries’ total reserve assets rose by an estimated 
U.S. $1,100 million or about one-half the average increase of recent years. As 
noted previously there was only a small net increase in total official holdings of 
United States dollars, and official holdings of sterling appear to have declined 
somewhat. ‘There appears to have been very little net growth in monetary gold 
stocks (including those of international institutions) despite the maintenance of 
normal levels of world gold production and continued gold sales by the Soviet 
Union at about the average rate of recent years. The growth in reserve assets in 
1965 was thus more than accounted for by the increase in reserve positions in the 
IMF. 


In 1965 the IMF provided financial assistance amounting to the equivalent 
of U.S. $2,434 million to member countries experiencing balance of payments 
difficulties. This was higher than the 1964 level of $1,950 million and only 
slightly below the record of $2,479 million provided in 1961. The largest single 
request for financial assistance was made by Britain; it amounted to $1,400 
million of which the equivalent of U.S. $107.5 million was provided in Canadian 
dollars. In connection with the British drawing, the Fund sold the equivalent 
of $400 million in gold (including U.S. $27.5 million to Canada) to replenish its 
holdings of various currencies and borrowed the equivalent of $525 million from 
participants in the General Arrangements to Borrow (including U.S. $35 million 
from Canada). This was the second occasion on which the General Arrange- 
ments to Borrow had been utilized, the first being in December 1964 at the time 
of the earlier British drawing. Of the total drawings made on the Fund during 
the past year, approximately half the amount was in Italian lire, deutsche mark 
or French francs; Canadian and United States dollars each accounted for 12 per 
cent of the currencies used; and the remaining 25 per cent was in nine other cur- 
rencies, including Australian pounds and Mexican pesos which were used for the 
first time in 1965. In October 1965 the Executive Directors approved a four- 
year renewal of the General Arrangements to Borrow. Under these arrange- 
ments ten industrial members of the Fund, including Canada, have agreed to 
make available to the Fund supplementary financial resources up to the equiv- 
alent of U.S. $6,000 million if needed to deal with disturbances in the inter- 
national financial system. 


The developments in world reserves during 1965 provide a good illustration 
of the concern which has underlain the growing interest of recent years in possible 
improvements in the international monetary system. In reports made in 1964 
by the International Monetary Fund and by the Ministers and Governors of the 
Group of Ten, both groups concluded that, while there was no immediate danger 
of a general shortage of international liquidity, there were reasons to believe that 
the supply of gold and foreign exchange reserves would be inadequate in the 
longer run to meet the liquidity needs of an expanding world economy. The 
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continuance of large additions to foreign exchange assets stemming from deficits 
of the reserve currency countries was no longer regarded as compatible with con- 
tinued strength of the reserve currencies, and the year-to-year increases in official 
gold holdings were too uncertain, and in any event too small, to rely on. Both 
reports therefore indicated that new solutions should be sought. 


The Group of Ten set up a committee to examine the technical aspects of 
the creation of reserve assets, and the report of this group was published in 
August 1965. In September the Ministers and Governors of the Group of Ten 
reviewed the situation and decided to undertake “contingency planning” so as to 
ensure that the future reserve needs of the world would be adequately met. They 
instructed their deputies to examine and report in the spring of 1966 on “what 
basis of agreement can be reached on improvements needed in the international 
monetary system, including arrangements for the future creation of reserve assets, 
as and when needed, so as to permit adequate provision for the reserve needs of 
the world economy”. They also expressed the hope that Working Party 3 of 
the Organization for Economic Co-operation and Development, which had 
earlier been invited by the Group of Ten to carry out a review of the means best 
suited for achieving a smooth and efficient adjustment over time of countries’ 
payments imbalances, would be able to report in the spring of 1966. Officers of 
the Bank of Canada, along with those of the Department of Finance, are currently 
participating in the work of both of these groups. 
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BANK OF CANADA STATEMENT OF INCOME AND EXPENSES 


(thousands of dollars) 


Income 
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Operating Expenses 


2G RO 9 oD 2 0, 2 as ee OPS oR ee 
Contributions to pension and insurance funds............... 
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mrrtOrse 1eeS, anid EXPGNSOS i052 60S vcscaaodncec seer kone: 
Taxes (inc. municipal and business)...2.......0......5..-. 
RCMP guards and electric protection...................... 
at O OE Rie oe Ae Ae eee Chih ee Acids Se 
Bank notes — production and shipment................... 
sremises and equipmoenti(net).2. fo. eae, 
SERUM VON OTD ae sie cah, a ate hae eat ek oe 
BES USED 0.) ee RR Ne Ls Le ay nate ome aa heees 
MSP ORAINA OX DE GSS ata geo ete Sonate hone FO od tart at 
Mermarones and tOleelaMS: vocicc oo econ nd oasageercdysgou oes 
BEAvOl alld (anster OXPCNSOs ono cnov. cae hineosa sare senses 
Interest paid on unclaimed balances....................... 
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Depreciation on Buildings and Equipment 


Net Income Paid to Receiver General cf Canada 


(1) The number of staff averaged 912 in 1965 and 896 in 1964. 


(2) Includes overtime pay, medical services and cafeteria expense. 


(3) Printing of “Statistical Summary” and ‘‘Annual Report’. 
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BANK OF CANADA 


ASSETS 
1965 
Foreign exchange —- 
Pounusicter ling and.U.S.A. GONals «ose sees esas eae ms $ 928,020 133 
OU CIACUIETENG OSA ieriic iis cites rece ce biases mabey Sacre ater ate 242,669 
28,263,802 
Cheques on other banks .. 0.0.6... eee es 158,100,628 
Accrued interest on investments..................00 00ers 40,135,130 
Investments — at amortized values 
Areas Vamsi Ualddal ya cns Gs.& sce ciosowal wt eae aes 608,101,218 
Other securities issued or guaranteed 
by Canada maturing within two years..................46. 477,714,658 
Other securities issued or guaranteed 
by Canada not maturing within two years................. 2,330,806,758 
Debentures issued by Industrial Development Bank*......... 200,677,869 
Other securities — U.S.A. Government...................0.- 13,989,362 
3,631,289,865 
Industrial Development Bank SNS 
otal issued: share capital at cost®. «0... .....24.00.. enews 39,000,000 
Bank premises 
Land, buildings and equipment 
Cost less accumulated depreciation....................... 16,296,634 
Net balance of Government of Canada 
collections and payments in process of settliement........... 41,532,683 
CE OW BEORUS 68 Des ss ce ince ode Lee othe sea ee 1,148,857 


$3,955,767,599 


® STATEME 


1964 


os 


$ 97,345,863 
237,058 


97,582,921 
190/593, 292 


37,135,600 


478,687,089 


349,198,716 


2,236,452,694 
176,500,390 
13,447,904 


3,254,286,753 


36,000,000 


13,223,342 


10,865,572 
2,203,118 


$3,641,850,458 


*The audited financial statements of the Industrial Development Bank as at September 30, 1965 were issued to the public on 


December 1, 1965. 


L. RASMINSKY, Governor A. J. NORTON, Chief Accountant 


Ottawa, January 31, 1966. 
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ASSETS AND LIABILITIES 


a 


AS AT DECEMBER 31, 1965 
(with comparative figures as at December 31, 1964) 


LIABILITIES 


1965 1964 
Se SpACAN DOTS en We Sige Kees bs cs tern ce $ 5,000,000 $ 5,000,000 
AS ULLAL TL IASG GPO te Tam Pyare bat Lda as ar 25,000,000 25,000,000 
Notes. In -circulathor oi 5 oie od a bale dw bee ee 2,935,650,110 2,380,559, 300 
23 
Deposits 
Bovemimentiol Canada acta: <eaka Wt et eA eel Ae 116,230,181 68,912,508 
CRACrEC DanKG en tee stern eae taeeee rome. ONE Pea 1,034,239 537 882,106,056 
SG tal eee Bia ean ay Ne Sn aR Ment Pn OREN 34,539,477 35,632,245 


1,185,009,195 986,650,809 


Liabilities payable in pounds sterling and U.S.A. dollars 
eo Governmentiof Canada: s..05 uc oe 24,027,229 38,446,788 


SMOLIN SOR een 0) bas Wee ke Oe eT eg Oe 6,739,614 6,420,049 


30,766,843 44,866,837 


Bank of Canada cheques outstanding....................... 172,387,782 197,914,086 
EAT ADIN eS ih iy ween dba Ce a ne 1,953,669 1,859,426 
$3,955,767,599  $3,641,850,458 


Auditors’ Report e We have examined the statement of assets and liabilities of the Bank of Canada as at December 31, 1965. 
Our examination included a general review of the accounting procedures and such tests of accounting records and other supporting 
evidence as we considered necessary in the circumstances. In our opinion, the accompanying statement of assets and liabilities 
presents fairly the financial position of the Bank as at December 31, 1965. 


T. A. M. HUTCHISON, F.C.A. H. MARCEL CARON, C.A. 
of Peat, Marwick, Mitchell & Co. of Clarkson, Gordon & Cie. 
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BANK OF CANADA Ghats 


February 28, 1967. 


The. Hon. Mitchelt Sharp, P.C,, 
Minister of Finance, 
Ottawa, Ontario. 


Dear Sir, 


In accordance with the provisions of the 
Bank of Canada Act Iam transmitting herewith my 
report for the year 1966 and a statement of the 
Bank's accounts for this period which is signed and 
certified in the manner prescribed in the by-laws of 
the Bank. 


To mark the Centenary of Confederation, 
I have included in this report a special section 
presenting coloured photographs of some of the 
different types of pre- Confederation currency that 
the Bank has in its numismatic collection. 


Yours very truly, 


Aparna, 


Governor 
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PRE-CONFEDERATION 
CURRENCY IN CANADA 





As we celebrate the centenary of Confederation it is interesting to recall that the 
beginning of Canada’s currency predated Confederation by nearly two hundred years. On 
this and on the following pages examples of this early currency are illustrated. They have 
been selected from the Bank of Canada’s numismatic collection. 

The card money shown on this page has a dramatic history. In the early days of 
New France it was the practice to send out a supply of coins on the first ship in the spring 
to be used in paying the troops and to purchase furs and other raw products. When the 
supply ship returned to France in the fall it took with it most of the coins to pay taxes and 
purchase manufactured goods for the colony. This resulted in a scarcity of coins every 
winter and caused considerable inconvenience. Finally, in 1685 the Intendant, Jacques de 
Meulles, decided to introduce an emergency issue of paper money. As there were no 
printing presses and no supply of suitable paper available the notes were handwritten on 
the backs of playing cards. At the end of the year the notes were redeemed in full. In 
subsequent years further issues were made. The first five issues were made on playing 
cards. Their retention after the redemption date was punishable by death and no specimens 
of this playing card currency have survived. Later issues were made on plain white card- 
board and a few of these can be found today in museum collections. The one illustrated 
here is on plain white cardboard and was issued in 1735. 


rier, reftée au bureau 





Card money was supplemented by “‘ordonnances” or treasury notes issued by the 
Governor at Quebec. After the Treaty of Paris, in 1763 the outstanding issues of card 
money and ordonnances were not redeemed. This created a distrust of paper money which 


lasted for many years. 


Px 





TO SOLs De SOLS 9 deniers billon marque 
1670 1670 Veal 1744 


For over 60 years after the founding of Quebec the inhabitants of New France used 
ordinary French coins. In 1670 Louis XIV issued the first coins specifically designed for 
use in Canada. These were silver coins in the denominations of 5 sols and 15 sols. In 
1721 copper coins were produced for colonial use and in 1738 small coins made of billon 
(an alloy of copper and silver) were introduced into French Canada. 

















The War of 1812-14 was financed by the issue of Army Bills from the headquarters of 
the British Army at Quebec. At the end of the war these Bills were redeemed in full. This 
restored trust in paper money and paved the way for the first Canadian banks which 
appeared on the scene a few years later. 









City Bank Bank of Montreal Quebec Bank Bank of Upper Canada 
penny, 1837 12 penny, 1844 penny, 1852 2 penny, 1857 


From 1763 to 1867 almost nothing was done to provide an official coinage for the 
British Colonies in North America which now make up Canada. In the first half of the 
19th century coins of small denomination were in very short supply and several banks 
were granted authority to issue penny and halfpenny tokens. These were the Bank of 
Montreal, The Quebec Bank, The City Bank and La Banque du Peuple in Lower Canada 
and the Bank of Upper Canada in what is now Ontario. 





J. Shaw & Co. Lesslie & Sons H. Gagnon & Cie T. S. Brown & Ca 
Quebec City 2 pence, 1822 St. Roch, Que. Montreal, Que. 


A number of merchants in Upper and Lower Canada also issued tokens to increase 
the supply of small change. Their tokens were frequently lighter in weight than the bank 
tokens. Most of the merchants’ tokens were for a penny or a halfpenny but one firm, 
Lesslie & Sons, issued a large two penny piece, the only coin or token of this denomination 
ever issued in Canada. 





: , United States 
Spanish dollar, 1747 half dollar, 1825 


During the century before Confederation the supply of homemade and imported coins 
and tokens was supplemented by foreign coins; this greatly complicated business trans- 
actions. During the early part of the nineteenth century the commonest silver coins in 
circulation were the Spanish dollar, which was minted in huge quantities from the rich 
silver mines of Mexico and South America, and the United States half dollar. 





Portugal Great Britain France United States 
400 reis, 1834 42 crown, 1820 TV GHCS, LOL /, TS CENT AILS) 


Coins from Britain, France, Portugal and almost every other European country added 
to the monetary confusion that plagued Canadians before Confederation. Our forefathers 
had to be familiar not only with pounds, shillings and pence, and dollars and cents but also 


with francs, écus, pistareens, ducats, guilders and many other coins with romantic-sounding 
names. 


w 





Nova Scotia New Brunswick Prince Edward Island Rutherford Bros. 
penny, 1824 penny, 1843 TICENL A LOI7, Harbour Grace, Nfld. 


In the Atlantic Provinces a shortage of coins also resulted in a number of issues of 
merchants’ tokens. The governments of Nova Scotia and New Brunswick issued penny 
and halfpenny tokens during the 1830’s, 40’s and 50’s. Prince Edward Island imported 
light weight tokens bearing such patriotic slogans as “Success to the Fisheries” and “Speed 
the Plough”. Newfoundland, too, had its early merchants’ tokens. 





Prince Edward Island Holey Dollar 


The Spanish dollar circulated freely in Prince Edward Island. As it was rated higher 
in Halifax than in Charlottetown the supply of these coins tended to flow out of the Island. 
To correct this situation Governor Smith in 1813 had the centre punched out of 1,000 of 
these coins so that they would not be accepted outside of the Island. The outside ring was 
to circulate at 5 shillings and the centre “plug” at 1 shilling. 

















Montreal Militia Hudson's Bay Company British Columbia Prov. of Canada 
flattened button 1 Made Beaver $20 gold, 1862 20c, 1858 
There were times when the supply of foreign coins, bank tokens and merchants’ tokens 
was so inadequate that almost any circular piece of metal was acceptable as a coin. One 
device resorted to by some ingenious people was to remove the shanks from the backs of 
military buttons, flatten the buttons out and put them into circulation where they were 


readily accepted as halfpennies. 


The Hudson’s, Bay Company and the North-West Company issued tokens for use in 
their trading posts in the far north and the far west. The unit of trade was one prime 
beaver skin and all other furs and trade goods were valued according to this unit. 


The discovery of gold in British Columbia prompted Governor Douglas to set up a 
mint at New Westminster and strike $10 and $20 gold pieces in 1862. As the plan did not 
have Imperial approval it came to a sudden end and very few coins were struck. The 
illustration above is taken from a reproduction of the specimen in the museum of the 
Royal Mint, London. 


In 1858 the Province of Canada abandoned the sterling system and the first decimal 
coins in the denominations of 1c, 5c, 10c and 20c were issued. In 1870, when the first 
coins were issued for the Dominion of Canada, the 20c piece was replaced by a 25c coin 
and the 50c piece was added. 


During the 19th century over one hundred note-issuing banks operated in Canada. 
After Confederation many banks disappeared through absorption and amalgamation and 
this greatly reduced the tremendous variety of notes in circulation. Since 1949 (when the 
note-issuing power of the banks finally expired) only the Bank of Canada, which was 
established in 1934 by Act of Parliament, has had the authority to issue paper money. 
Today, 100 years after Confederation, Canadians are able to carry on their business with 
Only one type of coin and one type of paper money. 





The Centennial Coins, 1967 


Published by the Bank of Canada, Ottawa, February 1967 
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Some Highlights of the Year 


The year 1966 was another prosperous one for Canada. The external 
economic environment continued to be generally favourable, and real output in 
Canada again rose by more than 6 per cent. We were favoured by another very 
large wheat crop, and the increase in our non-farm output was also substantial. 
Employment averaged more than 4 per cent higher than in 1965 and the annual 
average unemployment rate, at 3.6 per cent, was the lowest since 1956. In the 
course of the year there was a welcome moderation of the intense pressure of 
demand on our resources but the economy continued to operate at a high level. 


In the closing months of 1966 our total output in real terms was running 
some 40 per cent higher than in the closing months of 1960 before the current 
expansion began, and our utilization of consumer goods and services was one- 
third larger. Even allowing for an 11 per cent increase in our population these 
are very remarkable increases over so short a period. During these years we 
have made substantial additions to the economy’s plant capacity and to its social 
capital in such forms as universities, schools and hospitals. Less easily meas- 
ured, but no less useful, has been our progress in programmes to raise the 
general level of education, to increase vocational training facilities, to promote 
greater labour mobility, and to encourage industrial research. Such develop- 
ments are favourable to the achievement of still higher levels of economic per- 
formance in the future. 


These impressive advances have, however, been accompanied in the past 
two years by developments in the area of productivity, costs and prices which 
taken together give cause for concern. The intense pressure of demand in the 
economy which developed in the latter part of 1965 was reflected in a very tight 
labour situation and an acceleration of increases in wages and salaries. The 
average increase in wage and salary rates last year was far in excess of any 
reasonable estimate of the average annual increase of output per worker in the 
economy, and even farther above the disappointingly small gain that, according 
to the figures available, we appear to have made in non-farm productivity in 
1966. Despite an appreciable reduction of corporate profit margins in the course 
of 1966, the Canadian economy experienced its sharpest increase in prices since 
the mid-1950’s. The broadest measure of prices, the deflator of the Gross 
National Product, rose by over 4 per cent in 1966, while consumer prices at the 
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end of the year were running 342 per cent above their level at the end of 1965. 
Costs increased more, and productivity increased less, in Canada than in the 
United States in 1966. Diverging movements in costs and productivity such as 
we have been seeing recently cannot go on for long without seriously affecting 
the Canadian economy and in particular its international competitive position; a 
formidable obstacle would be placed in the way of maintaining the strong growth 
in output and employment of recent years. 


I shall revert to some of the problems posed by these cost and price de- 
velopments after giving a brief account of the major features of the Bank’s 
monetary policy and Canada’s external financial position during the year. 


MONETARY POLICY, In the early years of this economic expansion, when 
there was still a great deal of unemployment and unused industrial capacity in 
Canada, the monetary policy followed by the Bank of Canada enabled the rising 
demand for credit to be accommodated without any tightening of credit conditions. 
It could be foreseen, however, that as the slack in the economy was progressively 
taken up, the time might arrive when a less expansive monetary policy would 
become necessary so as to exert a moderating influence on the growth of demand. 
The central bank began to prepare for this eventuality in 1964 by managing the 
cash reserves of the chartered banks in such a way as to reduce bank liquidity. 







CHARTERED BANK ASSETS INTEREST RATES 
Average of Wednesdays — Billions of Dollars Last Wednesday of Month — Per Cent —— 
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Seasonally adjusted. 
By the spring of 1965 the growth of the economy was rapidly bringing us back 
towards full utilization of the country’s effective productive capacity, and the 


Bank’s policy was to allow credit conditions to begin to tighten under the impact 
of heavy demands for credit. 
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In the latter part of 1965 and the early part of 1966 demand pressures on 
the economy became particularly intense and credit conditions progressively 
tightened. The Bank Rate was raised in December 1965, and again in March 
1966 when I stated that “the Bank’s action reflected its view that in the present 
state of the economy some moderation of the rate of growth of over-all demand 
was desirable”. In the first half of 1966 the rate of growth of bank loans and 
money supply slowed markedly, chartered bank liquidity declined further and 
interest rates continued to rise. 


During the summer of 1966 interest rates increased very sharply in the 
United States, and the Bank of Canada became concerned about the degree of 
strain that was developing in financial markets. Evidence was accumulating 
that the rate of growth of aggregate demand in Canada was moderating from the 
unsustainable rates of the latter part of 1965 and the early part of 1966. In 
addition, the restraining influence of monetary policy had been supplemented by 
new fiscal measures taken by the Government in its March 1966 budget. On 
the other hand, cost pressures were continuing to increase in Canada, and 
economic activity in the United States continued to be stimulated by strongly 
rising military expenditures. In addition, the Bank had of course to be con- 
cerned with the maintenance of credit conditions favourable to an adequate 
capital inflow. In all the circumstances, the Bank considered that the appropriate 
policy was for it to offer considerable resistance to a further tightening of credit 
conditions without, however, attempting to prevent all further upward movement 
in interest rates. This course involved some relaxation of the short rein it had 
kept on the banking system. 


The shift in the stance of monetary policy about the middle of the year is 
clearly reflected in the trend of the money supply and bank assets. ‘The total 
of currency and chartered bank deposits which had increased at an annual rate 
of 3 per cent in the first half of 1966 rose at an annual rate of 10 per cent in 
the second half. Chartered bank general loans followed a somewhat similar 
path: the annual rate of increase, which had been running at about 16 per cent 
in 1964 and 1965, was 5 per cent in the first half of 1966 and rose to 9 per cent 
in the second half. Under the policy followed by the central bank, the more 
rapid rise in bank loans in the second half of 1966 did not cause any decline in 
the banks’ over-all liquidity; indeed, the ratio of cash, Government securities and 
other relatively liquid assets to total chartered bank assets rose perceptibly from 
its low point reached in the second quarter. 


The Bank provided resistance to an excessive tightening of credit conditions 
in the second half of the year not only through its policies in regard to cash 
reserves and the growth of bank assets but also, from time to time, through direct 
support operations in the securities market. Some details of the Bank’s opera- 
tions, which were influenced to an appreciable extent by the unusual volatility of 
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interest rates in the United States, appear later in this Report. Even though the 
central bank resisted the development of extreme credit conditions, interest rates 
went up to very high levels. Long-term Government bond yields rose to about 
6 per cent at the peak, and rates on prime conventional residential mortgages 
reached 8 per cent. 


Although economic activity in the final quarter of 1966 was stronger than 
in the preceding half-year, there seemed little prospect of an early resurgence of 
intense demand pressures. There was also evidence of a greater public recogni- 
tion that any necessary restraints on the economy should be sought through the 
combined operation of fiscal and monetary policy. The operations of the Bank 
were conducted in such a way as to permit a considerable rise in chartered bank 
assets to take place, and there was a general easing of credit conditions through 
the latter part of 1966 and into 1967. The Bank Rate was reduced from 
5% per cent to 5 per cent on January 30, at which time I stated that “this re- 
duction in the Bank Rate should be taken as an indication of the Bank’s view that 
the recent easing of credit conditions was appropriate to Canada’s domestic 
economic circumstances and its external financial position”. These developments 
in Canadian credit conditions were of course facilitated by the similar develop- 
ments that were concurrently taking place in the United States and other leading 
industrial countries. 


As one looks back on 1965 and 1966 it is apparent that, in the attempt to 
contain the excessive pressure of demand on our resources and to maintain our 
external financial position, credit conditions were allowed to become very tight. 
Having regard to the uneven incidence of such credit conditions on various 
regions and sectors of the economy, including their particularly severe effect on 
the housing industry as well as their impact on financial institutions, I feel that 
it would not have been desirable or practicable in the circumstances to have 
attempted to push the use of monetary policy any further. For the same reasons 
I have welcomed the opportunity to encourage some easing of credit conditions 
in recent months. 


CANADA’S EXTERNAL FINANCIAL POSITION. By comparison with most 
recent years, 1966 was happily free of major difficulties in so far as Canada’s 
external financial position was concerned. The announcement of a tightening 
of the United States balance of payments guidelines at the end of 1965 caused 
considerable concern in Canada, but in the event their application did not result 
in any additional exchange problems. Direct investment inflows of capital in- 
creased. Canadian borrowers continued to have unrestricted access to the new 
issue market in the United States exempt from the Interest Equalization Tax. 
On the other hand, Canadians made large purchases of outstanding United States 
common stocks, and substantial short-term investments of funds abroad took 
place through the banking system. 
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As part of the agreement providing for unrestricted access to the new issue 
market in the United States, Canada had agreed to work to a reduced target 
figure for its foreign exchange reserves. In the course of the year the Govern- 
ment repatriated about $150 million of its own U.S.-pay securities and purchased 
about $25 million of U.S.-pay bonds of the International Bank for Reconstruc- 
tion and Development. The repatriation technique of reducing reserves added 
an important dimension of flexibility to monetary policy in the first half of the 
year. We achieved our agreed reserve target—which of course contemplates a 
reasonable month-to-month flexibility—well before the end of the year. Over 
the year, Canada’s reserves (including our net creditor position with the Inter- 
national Monetary Fund) declined from U.S. $2,880 million to $2,500 million. 
The Exchange Fund sold $200 million of gold to the United States and invested 
the proceeds in interest-bearing securities of the United States Government. 


The current account deficit in our balance of payments declined by $100 
million to just under $1,000 million in 1966. There are grounds for satisfaction 
in achieving any reduction in our current account deficit in a period of high 
economic activity, but it should be noted that the improvement was more than 
accounted for by the increase in our wheat sales and that as a result of the 
Canada-United States Automotive Agreement our deficit on trade in automotive 
products declined in 1966. On other commodities and non-merchandise trans- 
actions there was a further appreciable increase in our deficit last year. 


The Bank of Canada continued to participate in various group arrangements 
for short-term credit between central banks. At the end of the year we were 
members of three such arrangements. One of the arrangements, relating to 
sterling, operates through the Bank for International Settlements and provides 
for temporary assistance to the Bank of England against the impact on Britain’s 
gold and dollar reserves of declines in sterling balances held by non-residents. 
The Bank of Canada’s share is up to U.S. $60 million as may be needed. The 
second is a more general arrangement among a number of central banks for 
temporary assistance to the Bank of England under which the Bank of Canada 
has undertaken to make up to U.S. $50 million available as required. The third 
arrangement is part of a network of reciprocal short-term facilities between the 
Federal Reserve System and a number of central banks. This network was 
created in 1962, and we drew temporarily our full participation of U.S. $250 
million during the exchange crisis that year. The network has since grown and 
in the course of its further general expansion in 1966 our reciprocal facilities with 
the Federal Reserve System were increased to U.S. $500 million. 


I believe that the experience with these arrangements among central banks 
demonstrates clearly that they are making an important contribution to the 
strength and flexibility of the international monetary system. 


THE PROBLEM OF INFLATION. As I have indicated in the opening para- 
graphs of this Report, the record of the Canadian economy in respect of prices 
and costs over the past two years of high-level activity gives cause for concern. 
In addition to the other reasons for being concerned about inflation, we must as 
a practical matter achieve at least as good a cost and price performance as the 
United States if we are to avoid serious difficulties. For some time now we have 
been falling short of this standard. 


Looking back, it is clear to me that for much of the last two years we have 
overloaded the economy. As we were approaching the limits of our productive 
capacity, aggregate demand was allowed to expand too rapidly for the expansion 
to be accommodated without major increases in costs and prices. ‘The pressure 
of demand on the economy has since moderated, but a wave of cost and price 
increases has been generated which is continuing to move through our economic 
system. 


A factor which contributed to the overloading of the economy was the 
underestimation of the strength of the North American economic expansion. 
This was due in part to the fact that it was virtually impossible to foresee the 
-degree of the intensification of the war in Viet Nam and its consequences for 
the United States economy. But it is also the case that economic forecasting is 
at all times a difficult and inexact exercise. Improved forecasting must start 
with better and more up-to-date statistics on the past and the development of 
more forward-looking information on spending intentions. There are few pro- 
jects that could promise a higher rate of return than a substantial investment by 
government and business in the provision of better information. 


A better current assessment of the strength of the economic expansion would 
almost certainly have led to an earlier shift of the combined weight of fiscal and 
monetary policy towards restraining the growth of demand. Whether this might 
also have resulted in a different and better mix of fiscal and monetary policy is 
an important related question that I do not intend to pursue here. At all events, 
some moderation of the rate of growth of demand in the latter part of 1965 and 
the first part of 1966 would have been necessary to avoid the eruption of the 
cost and price increases which subsequently occurred. 


Canada’s experience over the past six years provides another demonstration 
of the relationship between the degree of pressure on capacity and the price and 
cost performance of the economy. We went into this expansion with a great 
deal of unemployment, and so long as a considerable amount of slack remained 
in the economy our price and cost performance was relatively good; it compared 
favourably with that of other countries despite the depreciation of the Canadian 
dollar. It was not until the end of 1963 that unemployment declined to less 


than 5 per cent and not until late 1964 that it fell below the 44 per cent mark. 
In the second half of 1965, however, the unemployment rate fell well below 
4 per cent, and in the twelve months ending in June 1966 it averaged about 
31% per cent; the pressure on the labour market in this period was also reflected 
in the very high rate at which people were drawn into the labour force and in 
severe shortages of various kinds of skilled workers. (It is true that unemploy- 
ment remained relatively high in certain regions of the country, but in the cir- 
cumstances this could not be regarded as an effective offset to general pressure 
elsewhere in the economy: it was rather a measure of the size of the problem 
that remains to be dealt with by policies specifically directed towards particular 
areas or localities.) In 1965 and 1966, when the slack in the economy was 
taken up, there was a marked deterioration in our cost and price performance. 
Admittedly, some special factors contributed to this result, such as those that 
gave rise to the sharp increase in food prices. The problem was also exacerbated 
by unevenness in the pressure of demand; the pressure on the construction in- 
dustry was particularly intense. But whatever weight may appropriately be 
attached to such special factors, it remains the case that the pressure of aggregate 
demand on the economy exceeded that which we were able to accommodate 
within a framework of reasonable cost and price stability. 


The maintenance of reasonable cost and price stability in our society also 
depends on the vigour of competitive forces in the market. In point of fact, 
however, these forces may not be strong enough when the economy is operating 
close to the limits of its effective capacity. If we also take account of the fact 
that bottlenecks develop well before this point is reached and that certain groups 
are in a position to deploy unusually strong market power, the problem of main- 
taining reasonable cost and price stability is seen to be formidable. 


This problem has been experienced from time to time by all countries that 
attempt to operate market economies at high levels—the difficulty of having more 
ambitious targets with respect to output than the country’s practices for deter- 
mining incomes are able to handle consistently with reasonable cost and price 
stability. It must unfortunately be acknowledged that no country has found a 
completely satisfactory solution to the problem. But the problem cannot be 
avoided. 


I believe that most Canadians reject the thesis that we can or should accept 
inflation as a means of achieving high rates of output, and this has been made 
clear in various ways during the past year. For my own part I do not believe 
that this option is really open to us. I know that in recent years high rates of 
price increase have tended in general to be associated with low levels of unem- 
ployment. But I think it would be a serious mistake to infer from this that if 
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only we were willing to accept high rates of price increase as a norm it would be 
edsier to maintain low unemployment levels over an extended period. IE this 
approach were adopted, the public would soon realize what was happening and 
would take whatever economic or political actions were available to it to protect 
itself against the officially-sponsored expectation of a continuous and rapid de- 
cline in the value of money. It would soon become just as difficult to prevent 
price rises from exceeding a high target rate as it now is to prevent them from 
exceeding a low target rate. The same policies of restraint would come to be 
required. Nothing would be gained in employment or output; the difficult efforts 
to adjust to inflation would thus have been to no avail and our ability to grow 
steadily would be continuously threatened by the impairment of our international 
competitive position. 

It would be possible to avoid cost and price inflation by lowering our sights 
with respect to the levels of employment and output that should be sought. This 
would involve the maintenance of a margin of unused resources large enough to 
keep price and cost pressures from developing to the point where widespread 
rises occur. Unfortunately it seems likely that this would result in a greater 
degree of unemployment and under-utilization of capacity than most of us would 
find acceptable. 


I hope that we can do better than this. I hope that we can find a way to 
operate the economy at a high level of activity without price instability by a 
combination of better management of demand, better policies on the supply side 
to increase the efficiency and productivity of the economy, and better perform- 
ance of the income-determining machinery in our society. In connection with 
the latter, it is clear that as a minimum there must be a realistic appreciation on 
the part of the public of the scale of the benefits the economy can physically 
provide through increases in output, and of the consequences of a failure to be 
competitive with other economies. A good deal of the recent discussion regard- 
ing this matter has revolved around the great difficulties associated with specific 
guidelines for wages and prices. It has to be borne in mind, however, that with 
or without publicly-sponsored guidelines, patterns do emerge. It is essential that 
these patterns be realistic. There is very little to be said in favour of income 
negotiations, often difficult, prolonged and costly to all concerned, which lead to 
agreements that are bound to be greatly amended in their final effect by subse- 
quent increases in prices. As a matter of simple economic arithmetic, the real 
income of the community is inevitably limited by the amounts we can in fact 
produce. You cannot get a quart of wine out of a pint jug. 


The stake of the whole community in the maintenance of reasonable price 
stability and a competitive economy is so great that the normal reliance on market 
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forces in the process of price and income determination needs to be reinforced 
by the constant pressure of informed public opinion. In this matter the attitudes 
and actions of governments are particularly important, not only because of the 
size of the government sector and closely related sectors of the economy, but also 
because of the disposition of others to follow patterns set, or acquiesced in, by 
governments. In the public sector there would appear to have been room for the 
smoother adjustment of incomes over time, so that equity could be maintained 
without occasional disruptive adjustments. In general, there is need for much 
more study and discussion of the relationship between productivity trends on the 
one hand and change in prices and incomes on the other in order to provide the 
public with the means of forming an objective judgment as to what price and 
income developments are inherently inflationary. 


INTERNATIONAL MONETARY SYSTEM. During the past year officers of 
the Bank have continued to participate actively along with officials of the De- 
partment of Finance in discussions, in the International Monetary Fund and the 
Group of Ten, on means of improving the international monetary system. These 
discussions look towards the next step in the evolution of the international 
monetary system. The major forward steps during the past fifty years have been 
the transition from an international gold standard to a gold and exchange stand- 
ard, with sterling and the U.S. dollar serving as reserve currencies; the establish- 
ment of the International Monetary Fund to promote exchange rate stability and 
the orderly adjustment of their positions by countries in balance of payments 
difficulties; and the development of central bank co-operation involving a sub- 
stantial structure of short-term credit facilities. The most recent stages in this 
evolution have been marked by much more intensive international discussion of 
the payments problems confronting individual countries as well as of the func- 
tioning of the international financial machinery. 


The current discussions have revealed agreement that the international mone- 
tary system needs to be improved in two respects. Better performance is needed 
by countries individually in achieving and maintaining a suitable balance between 
their international payments and receipts; and better arrangements are needed 
to provide for an orderly increase in international liquidity as world trade and 
payments grow. 


These are in fact different aspects of the same problem, that of achieving an 
international payments system which will encourage the smooth growth of world 
trade and capital flows. For this to be accomplished, countries must so manage 
their affairs that imbalances in their international payments position can be kept 
within acceptable limits by means that are not disruptive of world trade or capital 
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flows. To help them accomplish this objective, they must have available enough 
access to international reserves or other sources of external financing to provide 
time for them to achieve smooth adjustments in their external positions, but not 
so much as to encourage them to postpone action to deal with emerging external 
imbalances. 


The problems involved in achieving and maintaining a suitable balance in 
external payments are complicated and difficult. The main reason is that gov- 
ernments rightly feel that they must seek external balance by means which do 
not prejudice the attainment of other objectives of public economic policy such 
as high employment, a satisfactory rate of growth, and reasonable price stability. 
It is much more difficult to find blends of economic policies that will achieve all 
of these objectives at the same time than it is to achieve any one of them by 
itself. In actual practice, countries are frequently tempted to give priority to 
their internal economic objectives and to hope that the external balance of the 
economy will somehow or other look after itself. If they yield to this temptation 
they run the risk that their external positions will become unmanageable and 
will eventually require remedial policies so severe as to prejudice the attainment 
of their internal objectives. In the meantime their erratic economic performance 
will have seriously complicated the economic problems of their trading partners. 


Last August the Organization for Economic Co-operation and Development 
published a report by Working Party 3 of its Economic Policy Committee on the 
balance of payments adjustment process which outlines well the complexity of 
the problem. It stresses the inadequacy of any simple or automatic solutions, 
the contribution that can be made by better diagnosis of payments problems and 
the more flexible use of economic instruments, and above all the importance of 
a common will on the part of national authorities to give proper weight to, and to 
co-operate in achieving, equilibrium in their external accounts. 


If we are to have national policies that are conducive to the smooth adjust- 
ment of countries’ international payments positions we must ensure that such 
policies are encouraged by the international arrangements in respect of liquidity 
—that is, by the arrangements governing the volume of international reserves 
and access to short-term credit. On the whole these arrangements have evolved 
very well in the years since the Second World War, but some major weaknesses 
have become apparent in recent years. Though the growth in the role of the 
U.S. dollar as a reserve currency has been helpful, the increase from year to year 
in the amount of U.S. dollars in the hands of non-residents depends in part on 
the balance of payments of the United States, and there is no satisfactory way 
of ensuring that the United States payments balance will be responsive to the 
world’s needs for international liquidity. Moreover, it is the consensus of 
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opinion, including that of the United States Government, that the stock of U.S. 
dollars in the hands of non-residents is about as high as is warranted in present 
circumstances. It does not therefore seem appropriate to count on the U.S. 
dollar to provide any major part of the growth in official reserves which the 
international monetary system will need in order to accommodate the growth in 
world trade and payments in the years ahead. 


Gold has been and still is the principal component of countries’ international 
reserves. If there were any prospect of a substantial growth in the future in the 
stock of gold in the hands of national monetary authorities, international concern 
about any future inadequacy of international liquidity would diminish. But 
there appears to be no such prospect. In recent years the annual additions to 
national monetary gold stocks have been relatively small; indeed there appears 
to have been no addition at all in 1966. There are some who believe that the 
best means of adding to international liquidity would be to increase the effective 
size of the monetary gold stock by raising the price of gold but the great majority 
of those concerned hold the view that this would be an unsatisfactory and dis- 
ruptive way of dealing with the problem. 


In the circumstances described, it has been clear for some time that the 
countries of the world should reach a decision on how they are going to satisfy 
future needs for international liquidity. In view of the apparent certainty that 
action will sooner or later be necessary, the absence, after the prolonged dis- 
cussions which have taken place, of a firm agreement on what action should 
ultimately be taken gives rise to uneasiness in financial markets. I therefore 
believe that international agreement on a plan is a matter of considerable urgency. 


The international discussions that are going on have shown that there is in 
fact a substantial consensus on a number of important points. Given the will to 
act, agreement on the remaining issues should be attainable. The precise details 
of the plan are of less consequence; various arrangements would be workable and 
effective if they received the support of the world’s principal trading countries. 


There is a great deal of support—in which I join—for the creation of a new 
international reserve unit, to be backed by the currencies of all members of the 
International Monetary Fund who wish to participate, and to be distributed 
among participating members in accordance with some objective criterion of their 
international economic role, such as the relative size of their quotas in the Fund. 
A unit of this kind, with its value fixed in terms of gold, could be created and 
distributed by the Fund, or preferably by an affiliate of the Fund, in such amounts 
as by international consensus seemed appropriate over the years ahead to supple- 
ment gold and the reserve currencies as a component in countries’ international 
reserves. 


BS 


It is of course essential to ensure that any new reserve unit which is created 
should be widely and readily acceptable. There are various specific arrange- 
ments that could achieve this. Ultimately, however, the acceptability of a new 
reserve asset will depend upon the wisdom of the decisions on the amounts of it 
which are created. The nature of the decision-making process is therefore of 
great importance. The decision-making machinery must offer protection against 
two extremes—against irresponsible and opportunistic liquidity creation in an 
attempt to escape from better but less popular action in other areas, and against 
overly-cautious management. Given a good voting system to back it up, there 
is reason for confidence that decision-making would not in fact be done by voting 
but rather by a process in which consultation in various forums resulted in a 
widespread international consensus. This is how decisions are now normally 
reached in the Fund. 


I share the widely-held view that it is desirable to separate the decision to 
establish machinery for the creation of international liquidity from the decision 
to put the machinery to use in creating additional liquidity after it has been 
established. I believe, however, that there is now a real need for the responsible 
authorities to demonstrate that they will in fact be able to create international 
liquidity when it becomes necessary. It will take time to work out the details 
of the required international agreement and to get the necessary legislative 
authorizations. If we do not put the machinery in place until it is obvious to all 
concerned that there is an immediate need for additional liquidity we shall have 
waited too long. 
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The External Economic Environment 


Canada’s external economic environment continued to be favourable in 
1966. Output in most industrial countries rose strongly, as did total world 
trade. At the same time, however, signs of strain became more pronounced in 
a number of countries. In North America the disappearance of the earlier 
margins of unused resources was reflected in rising costs and prices, and similar 
pressures continued to be experienced in a number of Western European coun- 
tries. The task of containing these inflationary tendencies fell largely on mone- 
tary policy and interest rates rose to their highest level in several decades. In 
the course of the year, however, some signs of reduced demand pressure emerged 
and towards year-end interest rates were easing. In the course of 1966 the 
international payments system was again subjected to a number of strains but 
some countries made significant progress in reducing the imbalances in their 
payments positions. 


OUTPUT, EMPLOYMENT AND PRICES. For the OECD countries as a 
group, which account for the great bulk of our external trade, total output again 
rose in 1966 by an amount roughly in line with the 444 to 5 per cent average 
annual increase experienced since the early 1960’s. In the early months of 1966 
there was a rapid expansion of over-all demand, but some easing occurred 
during the balance of the year. Public expenditures continued to expand steadily 
through the year, so changes in the rate of growth of output were attributable 
mainly to demand in the private domestic or foreign sectors. 


Of particular importance to Canada was the continuation of economic 
expansion in the United States. The value of Gross National Product in that 
country rose by 81% per cent in 1966 compared with a little less than 8 per cent 
in 1965. However, prices rose more in 1966, and in real terms the growth is 
estimated at 512 per cent compared with about 6 per cent in 1965. During the 
years 1961 to 1965 the expansion of the United States economy had been greater 
than the growth in its long-term potential, and effective slack appears to have 
been largely eliminated by the end of 1965. The trend of output continued 
upward throughout 1966 but the pace of expansion slowed considerably in the 
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second quarter. Notwithstanding 
some easing in the demand for auto- 
mobiles and a sharp decline in outlays 
on housing construction, over-all 
demand strengthened again in the 
second half of the year, largely re- 
flecting rising military expenditures 
and sharply higher inventory accumu- 
lation. Excluding military expendi- 
tures, however, the growth in final 
demand was relatively slow. In the 
final quarter of the year, plant and 
equipment investment had slowed 
down and automobile sales were 
below their year-earlier rate. On the 
other hand, housing starts, though 
still low, were rising and military 
expenditures were continuing to in- 
crease strongly. The official United 
States forecast is for a continuation 
of the expansion through 1967; over 
the year as a whole GNP in real terms 
would expand nearly in line with the 
4 per cent growth in potential. 


In France, Italy and Japan the 
upward movement which was re- 
sumed in 1965 became more firmly 
established in 1966 and strong growth 
continued throughout the year. The 
stimulus came largely from export 
demand but during the course of the 
year the upward movement became 
more broadly based as consumer de- 
mand recovered; by year-end there 
was evidence of renewed strength in 
private investment as well. 


The pace of growth in real output in most other European countries, where 
the margin of slack had been reduced to low proportions by the beginning of the 


year, was somewhat slower in 1966 than in the previous year. 
in Britain and Germany slowed markedly in the course of the year. 


Economic growth 
This was 


associated with a weakening in consumer demand, particularly for durables, and 
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an easing in total investment. In Britain the development of the economy was, 
of course, influenced by the measures taken to deal with the balance of payments 
problem. Lower rates of growth in a number of other European countries in 
the latter part of the year were related to a considerable extent to the easing in 
demand in the important British and German markets. Throughout Europe the 
construction sector was relatively weak in 1966. 

By the end of the year there was a fairly general easing in labour markets in 
overseas industrial countries. The rise in unemployment was particularly sharp 
in Britain in the second half of the year and the recoveries in France, Italy and 
Japan had not yet reduced the level of unemployment significantly. 

In the United States total employment continued to advance strongly in 
1966. After the first quarter the gains just about matched the growth in the 
labour force, and the unemployment rate, which had fallen steadily from 542 per 
cent early in 1964 to a little less than 4 per cent in the first months of 1966, 
remained relatively stable through the balance of the year. The 542 per cent 
increase in real output in 1966, taken in conjunction with a 3.0 per cent rise in 
total employment, suggests that output per worker increased somewhat less than 
in 1965. 

Cost and price pressures intensified in North America in 1966 and continued 
to be a major area of concern in most other industrial countries. Despite the 
slower rate of growth after the first 
quarter the United States economy 
continued to operate close to capa- 

‘ UNITED 
city levels; demand pressure re- STATES 
mained strong throughout the year. 
Labour income expanded more 
rapidly. There was some deteriora- 
tion in the relatively good unit 
labour cost record of recent years. 
The GNP price index of all goods Boies 
and services rose by 3.0 per cent 
compared with 1.8 per cent in 1965. 
The Consumer Price Index rose by 
3.3. per cent in the year ended 
December 1966 compared with an 
increase of 2.0 per cent over the 
previous twelve-month period. Only OA IETS SEO 
a limited number of labour contracts en eee 
were negotiated in 1966, but they 
provided for wage increases sub- 
stantially higher than those obtained 
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in earlier years and appreciably above the rates indicated by the wage 
“guideposts” that were in effect during the year. The size of the wage and fringe 
benefit gains tended to increase as the year progressed. The Council of Eco- 
nomic Advisers states in its Annual Report that “. . . the experience of 1966 
clearly suggests that expanding demand cannot lower the unemployment rate 
much below the present level without bringing an unacceptable rate of price 
increase. Under present conditions, an over-all unemployment rate close to 4 
per cent appears to be associated with an approximate balance between supply 
and demand in most labor markets. A higher level of demand for goods and 
services would create inflationary pressures in both product and labor markets.” 

In the past two years there has been some easing in the upward trend of 
prices in France and Italy, and since mid-1966 the rise in consumer prices in 
Germany appears to have tapered off. The upward trend in costs and prices in 
Britain was halted after'the introduction in July of a six-month freeze on prices 
and incomes, which is to be followed by a period of “severe restraint” regulated 
by stringent guidelines. While most other European countries continued to 
experience relatively rapid price increases, the rate of increase in many cases was 
lower than in 1965. 


TRADE AND PAYMENTS. The expansion of world trade in 1966 seems to 
have been about in line with the relatively high average rate of almost 10 per cent 
experienced in the previous three years. Part of the rapid increase in inter- 
national trade in recent years reflects the expansion of trade within trading blocs 
where barriers to bloc trade have been progressively reduced. Trade within the 
European Economic Community and within the European Free Trade Associa- 
tion has consistently grown more rapidly than world trade since 1959. The 
same observation applies to the growth of trade within the Latin American Free 
Trade Association and within the 

WORLD TRADE’ Central American Common Market 

pair ah cet cnt 200 since 1961, though in these areas 

intra-area trade accounts for a rela- 
tively small part of total trade. How- 

ever, the growth of world trade, even 

50 excluding intra-area trade, has been 
J relatively rapid in the past few years. 

i an An important element sustaining the 
growth in trade in 1966 was the 
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100 e also accelerated in France, Italy, 
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continued to grow more rapidly than trade in primary products; in part this 
reflected the easing in primary commodity prices in 1966. 


Among the primary producing countries, those whose principal exports are 
petroleum, minerals or metals did relatively well in 1966; the demand for these 
products remained buoyant even though prices were somewhat lower in the 
second half of the year. On the other hand, the countries dependent on the 
export of tropical agricultural products fared less well; prices of these products 
declined throughout the year. World demand for wheat and flour was strong, 
reflecting poor crops in many areas and the further depletion of stocks in some of 
the major producing countries. The situation was particularly serious in India 
which suffered drought conditions for the second successive year; crops in China 
were also poor. The Soviet Union had record grain crops in 1966 following 
two years of relatively poor crops, but imports remained large. 


The diverse changes in economic 


activity and in the underlying demand UNITED STATES 
pressures on available resources which BALANCE OF PAYMENTS 
have been described were reflected in '0 Quarterly — Billions of Dollars = ——4 10 


the developments of the international 
current account positions of the in- 
dustrialized countries. 


In the United States, there was a 
further reduction in the surplus on 
goods and services transactions in 
1966. United States imports rose almost 
twice as rapidly as exports and the 
trade surplus declined to $3.7 billion, 
from $4.8 billion in 1965 and $6.7 
billion in 1964 although there was some 
increase in the trade surplus in the final 
quarter of the year. The favourable 
balance on services account (excluding 
military expenditures) apparently rose 
slightly as investment income receipts 
continued to grow; however, when oes 
account is taken of military expendi- SAS Ee eS 
tures abroad, which increased sharply, Ps 
the combined surplus on goods and 
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A number of countries which had experienced deficits on current account 
in 1965 tended to improve their positions in 1966. The German current account 
deficit contracted rapidly and had been replaced by a surplus by year-end. 
Britain was also moving into current account surplus towards year-end though 
results for the year as a whole were adversely affected by the seamen’s strike in 
the early summer. 


On the other hand, as the pace of domestic activity in France and Italy 
accelerated, their large current account surpluses tended to contract, especially 
during the second half of the year. Japan maintained its surplus position in 
1966, largely reflecting the export-oriented character of the economic expansion, 
but towards year-end there were indications that the broadening basis of its 
recovery was leading to some reduction in the surplus. 


The reduction in the external surplus on goods and services in the United 
States in 1966 was largely matched by a reduced net capital outflow, and the 
balance of payments deficit on a liquidity basis* increased only slightly to $1.4 
billion, from $1.3 billion in 1965. The outflow of United States private capital 
was restrained by the voluntary guidelines, and United States business corpora- 
tions financed a considerable part of their foreign investment by the sale of bonds, 
denominated in U.S. dollars, in European capital markets. It appears never- 
theless that the reduction in the net outflow of capital from the United States in 
1966 reflected mainly large purchases by foreign official institutions of non- 
guaranteed securities of United States Government agencies and long-term 
certificates of deposit issued by United States commercial banks, which are not 
included in the calculation of the liquidity deficit. An important effect of 
domestic credit stringency in 1966 was that United States banks borrowed sub- 
stantial amounts of short-term funds from private non-residents through the 
Euro-dollar market; this unusual borrowing no doubt reduced the flow of dollars 
into foreign official reserves. 


The world payments situation was characterized by an unusually large 
volume of international short-term capital flows in 1966. In the summer months 
substantial outflows from Britain were countered by the expansion of various 
central bank credit facilities. Short-term funds were attracted to some countries 
that were accumulating reserves, including Germany. To a large extent, how- 
ever, short-term flows played an offsetting role, as in the case of the United 
States noted above, and in the cases of Italy and Japan, where short-term outflows 
helped to offset current account surpluses. Large amounts of these short-term 
funds were in U.S. dollars and moved through the international network of private 


* As measured by changes in United States official reserve assets and in liquid liabilities to all foreigners. 
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financial institutions that make up the 
Euro-dollar market. The increase in 
short-term capital flows was associated 
in part with a very sharp rise in short- 
term interest rates which in 1966 
reached peak levels not experienced 
since the 1920's. 

The fiow of development capital 
to the less developed countries has con- 
tinued to be adversely affected by the 
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some major contributing countries. 
Despite the growth in production and 
income in the industrialized countries 
the total flow of official aid has re- 
mained virtually constant over the past 
five years. Moreover, financial develop- 6 
ments in the industrialized countries 
have made it more difficult for both 
international organizations and private 
investors to mobilize new development 
capital. Rising debt repayments have 
resulted in an actual decline in the net 
capital flow to the developing countries 
in recent years. 
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FINANCIAL POLICIES. In the United States, monetary and fiscal steps 
directed to meeting the dangers of overly-rapid expansion were taken at the end 
of 1965 and early in 1966. With the large growth in defence expenditures, fiscal 
policy did not provide the degree of restraint that had been intended. Credit 
demand continued to grow and the task of offering additional restraint fell largely 
on monetary policy. In August, as the chart on the next page shows, interest 
rates reached very high levels and conditions in credit markets became very 
strained. Efforts were made to moderate the growth in bank loans to business 
and in order to help achieve a better mix of financial policies fiscal measures 
were taken in September to limit the growth of business investment and to cut 
back non-defence expenditures. Later in 1966, as it became clear that demand 
and supply in the United States economy were moving towards better balance, 
monetary policy became less restrictive. This was first reflected in lower market 
yields on United States Treasury securities, but early in 1967 the easing in interest 
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UNITED STATES INTEREST RATES rates became more general. In his 
ea bat tal ae budget message in January 1967, the 
President asked Congress to enact a 
6 temporary 6 per cent surcharge on per- 
: sonal and corporate tax liabilities to be 
4 ‘effective at mid-year to cover a large 
part of the projected increase in Gov- 
ernment expenditures. The President 
also asked for an extension of the 
Interest Equalization Tax for two 
YG OVERNMENT years to mid-1969 and an immediate 
aa doubling of the effective rate to 2 per 
Ae | 4 cent, with authority to adjust the tax so 
ned Weg tg : that its effective impact can be varied 
errr 4 ag ntivtiitititiitiitiits from zero to 2 per cent. The Admini- 
1964 1965 1966 = 67 
stration has extended through 1967 the 
voluntary balance of payments programme introduced early in 1965, with a 
lower target for direct investment abroad. 

Since 1964 economic policy in Britain has been greatly influenced by the 
need to restore internal and external balance and to strengthen confidence in 
sterling. The additional measures of fiscal restraint introduced in the May 1966 
budget were substantially reinforced by steps taken in July, including a freeze on 
prices and wages. Fiscal action was accompanied by an increasingly restrictive 
monetary policy and the Bank Rate was raised from 6 to 7 per cent in July. 
Through the summer months the position of sterling in the exchange market 
remained uncertain, and it was supported by a substantial increase in central bank 
credit facilities. Sterling subsequently strengthened, and since September re- 
serves have recovered and there have been repayments of official short-term 
liabilities. In November the remaining emergency import surcharges were 
removed. The Bank Rate was lowered by % per cent to 6% per cent in 
January 1967. 

In France, Italy and Japan economic policy in 1966 continued to be directed 
towards sustaining economic expansion. In almost all other European countries 
the level of demand was high in the first part of the year and measures were taken 
to restrain price and cost pressures. The mix of public policy in these latter 
countries continued to place heavy reliance on monetary restraint. Several 
central banks raised their rediscount rates and as noted earlier the structure of 
international interest rates rose sharply. However, a moderation of the pressure 
of demand in the second half of the year, which was particularly marked in 
Germany, permitted some easing in restrictive policies. Early in 1967 the 
rediscount rate was reduced twice in Germany and it was also lowered in Sweden 
and Belgium. 
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Economic Developments in Canada 


Against the background of continued expansion in the United States and the 
strong growth of world trade described in the preceding section, the Canadian 
economy made further substantial gains in 1966, though there was considerable 
evidence of stress and strain. A record wheat crop coincided with strong export 
demand, and production in the non-farm economy registered further advances, 
particularly in the early part of the year. Economic activity grew more slowly 
after the first quarter than it had through the winter and there was some easing 
of the pressure on resources. The trend of output was relatively flat during the 
summer, partly as a result of strikes, but the pace of activity picked up in the 
closing months of the year. At year- 
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numerous industrial disputes, wage 
settlements substantially in excess of 
productivity growth and pervasive in- 
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flected the very sharp rise, amounting 
to 4% per cent, in the first quarter of 
the year. The increase in 1966 ex- 
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about 1 per cent; it was the largest rise since 1956. However, two fifths of the 
increase was accounted for by higher prices rather than higher real output of 
goods and services. The GNP price deflator rose by more than 4 per cent in 
1966 compared with an increase of about 3 per cent in 1965. After allowing 
for this large price factor, the gain in total output in 1966 was slightly more than 
6 per cent, or marginally less than in the previous year. As a result of the record 
wheat crop, agriculture contributed more than proportionately to the increase in 
output in 1966 and non-farm real output rose by nearly 6 per cent compared 
with over 612 per cent in the previous year. On the other hand, non-farm 
employment rose more in 1966 than in 1965—5.4 per cent compared with 4.8 
per cent. These figures indicate that the gain in productivity in 1966, as 
measured broadly by non-farm output per worker, was disappointingly small. 


The principal source of the increase in non-farm employment in 1966 was 
the growth in the labour force, which was the highest since 1957. The move- 
ment out of farm employment was also larger than it had been at any time since 
the mid-1950’s. The seasonally adjusted unemployment rate which had de- 
clined to just under 3% per cent by the last quarter of 1965 fluctuated in the 
31% to 4 per cent range in the course of 1966 and ended the year just over 31% 
per cent. 

During 1966 there were marked shifts in both income and expenditure 
patterns, which in many cases had already begun to be significant in 1965. 


On the income side, a notable feature of the year was the comparative 
behaviour of labour income and corporate profits. Labour income grew strongly 
as a result of higher employment and increased average earnings. Even though 
many of the large wage settlements which occurred in the course of the year 
were not yet fully reflected in earnings, labour income for 1966 rose by about 
12% per cent—the largest increase in a decade. On the other hand corporate 
profits, which had risen more strongly than labour income in the earlier part of 
the expansion—reflecting in part their greater cyclical variability—levelled out in 
the latter part of 1965 and fell in the second half of 1966. For the year as a 
whole corporate profits showed little change from the previous year and they 
declined relative to total income and to real output. The most striking increase 
in income during 1966 accrued to the farm sector; the net value of farm produc- 
tion (as measured in GNP), reflecting principally the size of the wheat crop and 
the higher level of livestock prices, rose by almost 40 per cent in 1966 to much 
the largest figure on record. 

The demands placed on the economy by various sectors changed significantly 
during the year. In Canada, as in the United States, automobile and housing 
markets exerted a dampening influence. On the other hand, the traditionally 
more stable elements of personal spending continued to provide strong support 
to the economy. The extended boom in business investment which began in 


24 


ES es ra = 


1963 continued into 1966. All levels of government made large increases in 
their expenditures on goods and services. There was a slight improvement 
in the current account deficit, which contrasted with a significant deterioration in 
1965. In response to the strong general demand situation in the United States 
and the favourable factors affecting wheat exports, total exports registered a much 
larger increase in 1966 than in 1965 while the rise in imports, though large, was 
of about the same magnitude as in 1965. 


DOMESTIC DEMAND. After four years of rapidly rising sales, the North 
American market for new automobiles weakened significantly in 1966. This 
development may have been related in part to the controversy over safety 
features, but it seems reasonable to suppose that it also reflected the large 
additions to the automobile population which had taken place in recent years; 
the changes which occurred in credit conditions probably also had an influence. 
The pattern of sales in Canada throughout the year was uneven. A particularly 
sharp dip in the spring was followed by a period of very high sales in the summer 
as automobile dealers made a major effort to clear their stocks of 1966 models. 
This unevenness was magnified to some extent by a spurt in buying prior to, and 
a reaction following, the increase in the Ontario sales tax on April 1, 1966. For 
the year as a whole sales of new automobiles declined by about 2 per cent com- 
pared with an increase of about 15 per cent in 1965. In the closing months of 
1966 sales in both Canada and the United States were running 6 to 8 per cent 
below their levels of a year earlier. 


As 1966 progressed, there was evidence of a tapering off in the rate of 
increase in personal spending on household and other durable goods as well as 
on automobiles. However, personal expenditures on non-durables and on ser- 
vices increased even more strongly in 1966 than in the previous year—to some 
extent reflecting higher prices, particularly for food. In total, personal ex- 
penditure is estimated to have been about 81% per cent higher in 1966 than in 
1965. At the beginning of 1966 payroll deductions were increased as a result of 
the inception of the Canada and Quebec Pension Plans, and effective June 1 
federal tax rates on personal incomes, except in the lower brackets, were in- 
creased by about 10 per cent, which approximately reversed the tax reduction 
which occurred at mid-1965. Nevertheless, personal disposable income in- 
creased at almost the same rate as in 1965. The increase in personal disposable 
income was greater than in personal spending, so there was a further increase in 
the proportion of disposable income saved in 1966. The high level of personal 
saving probably reflected in part the sharp increase in farm income. The rela- 
tionship between spending and income may also have been affected by credit 
conditions: during the course of the year there was a tendency for the amount of 
consumer and mortgage credit outstanding to rise less rapidly. 
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Housing starts turned down in the latter part of 1965 and continued to 
decline sharply through most of 1966, being adversely affected by the shortage of 
mortgage funds. The level of house-building activity remained high in the first 
half of 1966 as work continued on the large volume of earlier starts, but in the 
second half of the year expenditure on new residential construction declined 
quite sharply. As was the case with the earlier upswing in starts, most of the 
decline was in apartments and row houses whose financing is mainly dependent 
on private financial sources. Starts of single family dwellings were supported by 
an increase in direct government loans and were maintained close to the relatively 
stable level that has prevailed in recent years. Multiple starts were almost one- 
third lower in 1966 than in the previous year while single starts were down by 
about 6 per cent. As the chart on page 27 shows, the recent decline in housing 
starts has not been as sharp as on similar occasions in the past nor as sharp as 
that which occurred in 1966 in the United States; it may also be noted that the 
upswing in starts which preceded the contraction was much stronger in Canada 
than in the United States. On the other hand, Canada has a higher natural rate 
of household formation than the United States and has recently had very high 
rates of immigration as well. Vacancy rates in Canada have fallen to extremely 
low levels and there has been a sharp rise in house prices and rents, particularly 
in rapidly growing metropolitan centres. Late in 1966 and early in 1967, the 
Government announced a number of measures designed to stimulate house- 
building activity. A programme of direct government loans to builders similar 
to that used to promote winter-building was announced for the spring months of 
1967. To encourage the flow of private funds into the mortgage market, the 
maximum interest rate on National Housing Act insured mortgage loans, which 
had been raised to 634 per cent in January 1966, was fixed at 74%4 per cent in 
November and arrangements were made for future automatic adjustments in 
this rate at quarterly intervals. 

Business fixed investment in 1966 registered an increase in the 17 to 20 per 
cent range for the third successive year. The 1966 increase, though again large, 
was substantially smaller than the 23 per cent rise indicated by the mid-year 
review of investment intentions; the results of this survey had suggested that 
investment was continuing to increase apace, despite the various changes in public 
policy aimed at restraining it to more sustainable rates. Several such measures 
were introduced in the March 1966 budget, notably a reduction in depreciation 
allowances on a wide variety of new plant and equipment acquired between the 
date of the budget and October 1967, the introduction of a 5 per cent refundable 
tax on corporate cash flow (broadly, after-tax profits plus depreciation) in excess 
of $30,000, and the announcement of the removal of the 11 per cent federal sales 
tax on machinery and equipment in two stages beginning April 1, 1967. In the 
latter part of the year signs began to appear that the investment boom was 
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moderating. Preliminary estimates of the third quarter national accounts showed 
a reduction in non-residential construction, and an official survey of large firms 
made in the autumn indicated that they were not expecting their total investment 
outlays on plant and equipment to be much higher in 1967 than in 1966. 


Expenditures of federal, provincial and municipal governments continued to 
rise rapidly in 1966. As the chart on page 27 shows, expenditures by govern- 
ments have been rising faster in Canada than in the United States despite the 
very large increases in United States outlays associated with the war in Viet Nam. 
In Canada, government expenditures on goods and services rose by 15 per cent 
in 1966 compared with 11 per cent in 1965. In contrast to 1965 federal govern- 
ment expenditures rose faster than provincial-municipal expenditures in 1966. 
(It should be noted, however, that provincial-municipal outlays on goods and 
services are now almost twice as large as those of the federal government.) 
Increased wage and salary costs were a major factor for all levels of government 
in 1966. Federal expenditures on goods and services rose by 18 per cent in 
1966 compared with 7 per cent in 1965. Defence expenditures, which had 
declined slightly in 1965, rose by about 9 per cent in 1966; the major acceleration 
was in other types of expenditure which rose by about 27 per cent in 1966 com- 
pared with a rise of 16 per cent in 1965. At the provincial-municipal level, 
expenditures on goods and services rose by about 14 per cent in 1966, about the 
same rate as the previous year. Capital outlays for roads, schools and other 
public works registered a further large increase in 1966. 


In addition to increasing their direct purchases of goods and services, govern- 
ments continued to expand their transfer payments to other sectors of the eco- 
nomy at a rapid rate during 1966. Old age security payments rose appreciably 
as a result of the first of the scheduled annual reductions in the eligible age, and 
there were further large increases in grants to universities, vocational schools and 
hospitals, both for capital expansion and to meet current operating expenses. 
Other transfer payments, which include interest on the public debt and various 
subsidies, also rose substantially. In total, transfer payments increased by about 
11 per cent in 1966 compared with 71% per cent in 1965. 


The total increase in federal, provincial and municipal government expendi- 
ture was about 14 per cent in 1966 compared with 914 per cent in 1965. Total 
revenues (excluding the Canada and Quebec Pension Plans and the refundable 
corporate profits tax mentioned previously) rose by about 10 per cent compared 
with 114% per cent in the previous year. The principal factor leading to the 
slower growth of revenues in 1966 was the failure of corporate profits to increase. 
At the federal level, total expenditures rose by about 14 per cent in 1966 and 
revenues by about 8 per cent. Revenues were strengthened during the year by 
the reversal of the 1965 reduction in personal income taxes and by some of the 
other provisions of the March 1966 budget mentioned earlier, notably the reduc- 
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tion in depreciation allowances. While federal revenues in total were not greatly 
different from the forecasts made in the March budget, the growth in expenditures 
and new commitments for spending was considerably greater. Shortly after 
mid-year the Government indicated that revenue measures would have to be con- 
sidered to meet the burden of a new programme of supplementary old age 
security payments. In December, when this programme received legislative 
approval, a supplementary budget was introduced in which specific measures 
were proposed for financing the programme; effective January 1, 1967, the 
maximum amount of tax payable by individuals under the Old Age Security Act 
was doubled and the manufacturers’ sales tax was raised from 11 per cent to 12 
per cent, except on machinery and building materials. In September the Gov- 
ernment announced a one-year postponement until July 1, 1968 of the com- 
mencement of the proposed universal medical services programme. 


On a national accounts basis, the federal government’s expenditures in the 
calendar year 1966 rose $425 million more than its revenues (not including the 
net receipts in respect of the Canada Pension Plan or the refundable tax on 
corporations). In 1965, by contrast, its revenues had risen $275 million more 
than its expenditures. There was also an increase in 1966 of over $400 million 
in the federal government’s net disbursements under the various lending pro- 
grammes shown in the table on page 52. 


Although some provinces increased sales and other taxes during the year, 
the combined national accounts deficit of provincial and municipal governments 
increased sharply and was about $150 million higher in 1966 than in 1965. A 
sizeable surplus was accumulated by the Canada and Quebec Pension Plans 
which collected over $700 miilion in the first year of contributions and made no 
pension payments; under the arrangements pertaining to the Plans, the net funds 
accumulated are used to finance the spending and lending activities of the 
provinces or their agencies. 


FOREIGN TRADE. ‘The increase in the level of activity in the domestic eco- 
nomy in 1966 was not accompanied by a deterioration in the merchandise trade 
balance. Demand in foreign markets was buoyant and Canadian exports rose 
by 17 per cent, compared with 6 per cent in 1965. Merchandise imports rose 
by 15 per cent in 1966, about the same rate as in the previous year. The trade 
surplus, which had reached a post-war peak of $700 million in 1964 and then 
declined sharply to about $120 million in 1965, rose to $380 million in 1966. 
Higher export prices contributed to the increase in the value of exports in 1966; 
after rising by a little more than one per cent in 1964 and 1965 export prices 
went up by about 4 per cent in 1966. Import prices, on the other hand, which 
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had shown little or no increase in the two previous years, rose by 1% to 2 
per cent. 


Two special factors affecting trade in 1966 should be borne in mind in com- 
paring the 1966 increase in merchandise exports and imports with earlier years. 
First, following the signing of the Canada-United States Automotive Agreement 
in January 1965 there was a large increase in two-way trade in new parts and 
completed automobiles and trucks. This is shown in the figures in the table 
below; the table also shows a reduction in 1966 in the very large deficit in trade 
in automotive products following a considerable widening in the deficit in 1964 
and 1965. It may be noted that in 1966 this net balance of imports of auto- 
motive products still supplied more than one quarter of the Canadian market for 
new automobiles and trucks. 


The second special feature relates to exports of wheat and flour. Shipments 
to the Soviet Union under large bulk contracts and sales to other markets fell off 
in 1965 and again rose sharply in 1966. Part of the 1966 increase in wheat 
exports was in shipments to India under the bilateral food aid programme. 
Through much of the period after mid-1965 the volume of wheat shipments was 
pressing on the limits of the available transportation and handling facilities. 


MERCHANDISE TRADE‘) 
(millions of dollars) 


1963 1964 1965 1966(2) 

Automotive products 

EXDOM SM rere Crea rt ia ain ee 100 190 366 969 

HO DOtS eee. Cee cee lode ef 698 849 1,168 1,647 

Alan COmmewaae ms. Shs teen | a oe — 598 — 659 — 802 — 678 
Wheat and flour 

EXDOLIS UTE hc wk eee 881 1,093 921 155 
All other commodities 

EXPOS err ln. ci eee ote ieee, 6,101 6,955 7,458 8,146 

PDOU Stet ete ae ee eg: 5,881 6,688 7,459 8,243 

DaaRCO Re ie cn re co OF ee wa 220 267 — 1 — 97 
Total 

EXPOS Seat oe Bek ed ca ear se 7,082 8,238 8,745 10,270 

PIMBONES ER caer ok Cele oe aoe raeea es Aes 6,579 P53k 8,627 9,890 

DalanCh aie ete ee 2 503 701 118 380 
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(1) Adjusted to balance of payments basis. 
(2) Data for automotive products and for all other commodities are preliminary estimates. 
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The balance of trade in commodities other than wheat and flour and auto- 
motive products has worsened in the past two years, moving from a surplus of 
$267 million in 1964 to approximate balance in 1965 and a deficit of $97 
million in 1966. 


Exports of commodities other than wheat and flour and automotive products 
rose by about 9 per cent in 1966 compared with an increase of 7 per cent in 
1965. Much of the increase in 1966 was in exports to the United States which 
rose by about 13 per cent. Canadian exporters benefited from strong United 
States demand for most non-ferrous metals, newsprint and other forest products, 
and a wide range of manufactured products, especially machinery and electrical 
apparatus. Canada’s total exports to the United States increased more rapidly 
than total United States imports but all of the gain in Canada’s share of United 
States imports was concentrated in automotive products; Canada’s share of other 
United States imports declined. 


_ The economic conditions in the major overseas markets described earlier in 
this Report influenced the pattern of Canadian exports. Shipments of com- 
modities other than wheat to Continental Europe and Japan reflected the rising 
demands in these markets; Canada’s share of total imports into these areas ex- 
panded. Shipments to Britain, on the other hand, declined even though Britain’s 
total imports rose slightly, so that Canada’s share of that market fell. There was 
little or no increase in Canada’s exports of commodities other than wheat to all 
other market areas in 1966 though total imports into these regions expanded. 


CANADIAN EXPORTS EXCLUDING WHEAT AND FLOUR‘ 


Value 
(millions of dollars) 


1965 1966 
(11 months) 


To: United States 


AULOMOULVE DIOCUCTS 2, | cone. eet het tee ns 194 719 
OLHeT-COMMOCILIGSE) bh. aioe ack ak euiase.4 eee 4,195 4,758 
Det OFA) ct puts oc ME Oe tna) ee 4,389 5,477 
ra eet fort he a ee a ca, Secs egoe 924 892 
ONE lta EOIODG n 8 tre itn oak an ee aes 656 yaks 
LIVED eee RRO SM Be nn, ae nt hoe 199 271 
Australia, New Zealand, South Africa... .............. 234 204 
BE MOLROTCOUNUTIOS Oya ocd vases stern Rie aan Policadt> lorena 504 517 
PE OLA ern ir Stn ta ae at eek Maes 5 6,906 8,076 





(1) Trade of Canada basis, excludes re-exports. 
(2) Mainly less developed countries; also includes Eastern Europe. 
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Canadian merchandise imports other than automotive products rose by 
nearly 11 per cent in 1966, almost the same rate of increase as in 1965. This 
reflected continued strong demand for a wide range of imported machinery and 
other investment goods and consumer goods. Imports of other transportation 
equipment continued to rise but imports of construction materials, notably struc- 
tural steel, declined. Imports of automotive products rose by about 40 per cent. 


Almost all of the increase in total imports which occurred during the course 
of 1966 was concentrated in the second half of the year. This reflected the 
strongly rising trend in imports of automotive products and increased deliveries 
towards the end of the year of investment goods ordered from the United States. 


CANADIAN. IMPORTS CLASSIFIED BY END-USE‘ 


Percentage change 


Value from 
(millions of dollars) previous year 
(11 months) 
POC IS AN dUUDIICANISern tcc. kt ioe 570 977 i l 
PHOUStIIALIMALe IalSites «i yh ale eh 2,102 2,280 11 8 
Producers’ equipment. .................. 1,980 2,336 14 18 
Construction materlalsy...8 402 eae 287 276 14 — 4 
Transportation equipment®.............. 260 303 44 17 
POOG gene ee ees os mre aay Maret rs 621 648 — 4 4 
Other consumer'goods.. 2... .0....604.0.4. 743 837 12 13 
SHOCIAILOMIS. 0 ce. 7 hans Oud equine 4 248 301 25 21 
RUD Oso bee Guntime ate Calais Ses ache es ereg 6,809 7,558 12 11 
Automotive products. <0. iicdv.c...eees 1,035 1,447 38 40 
VLE eae nee A ce 4a ed agar ea ae ee 7,844 9,006 15 15 
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(1) Trade of Canada basis. 
3 Change from first 11 months of 1965 to first 11 months of 1966. 
3) Excluding automotive products. 


Canada’s international deficit on non-merchandise transactions increased 
from $1,201 million in 1965 to $1,363 million in 1966. Larger deficits on 
interest and dividend account and in the form of official foreign aid contributions 
were offset only in part by an improvement in the balance of inheritances and 
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migrants’ funds and an increase in re- 
ceipts from foreign governments in con- 
nection with their outlays for the con- 
struction of pavilions at Expo ’67. Most 
of the increase in foreign aid contribu- 
tions took the form of wheat shipments 
to India which are included in mer- 
chandise exports. 


Our total current account trans- 
actions with the rest of the world re- 
sulted in a deficit of $983 million in 
1966 compared with a deficit of $1,083 
million in 1965 and $424 million in 
1964. The current account deficit with 
the United States rose slightly in 1966 
to a new peak of $2,100 million*. As 
a result of larger wheat exports the sur- 
plus with other countries rose again to 
a higher level than in any previous year 
in more than a decade except 1964. 


* Excluding gold production available for export. 
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PRODUCTION. ‘The developments which have been described in domestic 
and foreign demands on the economy naturally had their counterpart in patterns 
of output in 1966. Production was also significantly affected by industrial dis- 
putes, particularly during the third quarter of the year when the number of 
man-days lost through strikes was as great as in the whole of 1965. Partly for 
this reason, industrial production dipped during the summer; in subsequent 
months it showed fairly sizeable gains but the underlying trend after the first 
quarter of the year reflected more moderate rates of growth than had prevailed 
during the first five years of the expansion. Automobile and steel production 
levelled out in 1966 and declined towards year-end. The decline in housing 
activity in North America led to a reduction of output in the lumber, forestry and 
construction industries in the latter part of the year. Non-residential construc- 
tion activity also eased somewhat in the second half of the year. There was, 
however, continued rapid growth in the output of services, including trade, trans- 
portation, finance and public services. 


EMPLOYMENT. An outstanding feature of the year was the extraordinary 
increase of nearly 4 per cent in the labour force on an annual average basis. 
This was about one per cent more than the increase in 1965 and was larger than 
in any other year on record except 1957 when the increase was also about 4 per 
cent. In 1966 as in 1957 immigration was a major factor. Total immigration 
rose from under 150,000 in 1965 to almost 200,000 in 1966. However, this 
factor was less important than in 1957 when there were over 280,000 immigrants, 
an unusually high proportion of whom were destined for the labour force. An- 
other major factor contributing to the growth of the labour force in 1966 was 
the further strong rise in the proportion of the female population, particularly 
married women, holding jobs. The female labour force increased by 714 per 
cent in 1966 compared with about 514 per cent in 1965. In 1966 roughly 
one third of the number of women of labour force age (14 and over) were in 
the labour force compared with approximately one quarter a decade earlier. 
The female participation rate in Canada in 1966 was still considerably below 
that in the United States, but over the past decade the gap has narrowed from 
about 11 per cent to about 6 per cent. This appears to reflect changing attitudes 
in Canada as well as the magnetic pull of job opportunities. The Canadian male 
labour force rose by about 21 per cent in 1966 compared with just over 2 per 
cent in the previous year; most of this change appears to have been associated 
with the increase in immigration. 

As mentioned previously, non-farm employment registered an even larger 
increase in 1966 than in the previous year—S.4 per cent on an annual average 
basis compared with 4.8 per cent in 1965. Following a decline of 514 per cent 
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in 1965, farm employment fell by a further 842 per cent in 1966. In the last 
two years there has been a marked acceleration in the long-term downward drift 
of farm employment. In part at least the faster decline in farm employment in 
the past two years is another indication of the pressure of demand elsewhere in 
the labour market. Over the past decade, while agricultural production has 
continued to rise, farm employment has declined by roughly one third. Agri- 
culture now accounts for 712 per cent of total employment. 

Total employment in the economy as a whole averaged just over 4 per cent 
higher in 1966 than in 1965. Male employment grew by about 3 per cent and 
female employment by almost 712 per cent in 1966. There was little change 
in unemployment; the average annual unemployment rate declined slightly fur- 
ther from 3.9 per cent in 1965 to 3.6 per cent in 1966, but the unemployment 


rate was about the same at the end of 
NON-FARM EMPLOYMENT BY REGIONS 1966 as-at the end of 1965) 


Quarterly — Index 1Q 1961=100 ——!40 j 
Despite some unevenness, all the 


main regions of the country registered 
further strong increases in non-farm 
= employment in 1966, with Quebec 
49 and the Prairies showing gains well 
a ar above the national average. All 
regions except British Columbia also 
~'20 shared in the drop in farm employ- 
~ ment. The growth of the labour force 
100 | 140 Was highest in British Columbia, and 
- was also above the national average 
in Quebec and Ontario; it was lowest 
in the Prairies and the Atlantic Pro- 
vinces. Unemployment rates declined 
further in all regions except British 
Columbia though the decline in On- 
tario was marginal. In British Colum- 
bia the unemployment rate rose from 
an average of 4.2 per cent in 1965 to 
4.5 per cent in 1966; in part this ap- 
pears to reflect the impact on British 
Columbia’s forest industries of the 
decline in housing activity in North 
America, but it may be noted that the 
British Columbia labour force rose 
by the extraordinarily large figure of 
over 614 per cent in 1966. 
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REGIONAL LABCUR MARKETS - 1966 








Peneie Employment Unemployment rates 
force Farm Non-farm Total Annual 4th quarter) 
(annual percentage change from 1965) (per cent of labour force) 
BuANU Cres che, Sa 'act Zao — 5.9 ey) 320 6.4 6.2 
DUCDEE sae os oes heise; 4.6 — 8.6 6.3 5.4 4.7 4.5 
BEANO se os oie ae 4.0 — 7.3 4.7 4.0 0 ee 
BANOS, cccastictg At a 1.6 —11.4 6.2 jie a4 | raps 
0 ct! eae 6.6 + 13.6 <p 6.1 4.5 4.9 
RAMAN ty sey ke on0 — 3.4 5.4 4.2 3.6 3.6 


(1) Seasonally adjusted. 


COSTS AND PRices. Upward pressures on costs and prices, which had al- 
ready emerged by the end of 1965, became clearly visible during 1966. Tight 
labour market conditions coincided with an unusually large number of wage 
contract negotiations. Stimulated by the size of some earlier wage and salary 
settlements in construction and elsewhere, by rising prices—particularly for food 
—and in some cases by profit levels, large wage demands were pressed vigorously 
and successfully in most sectors of the economy. In the majority of cases, 
settlements included large increases for current and subsequent years. As the 
chart on page 35 shows, the average annual increase in wage rates provided for 
by settlements in 1966 exceeded the increase for prior years in Canada and was 
very substantially above the scale of 1966 settlements in the United States. It 
appears that wages and salaries in important areas not covered by formal col- 
lective bargaining arrangements were also subject to strong upward pressures. 
Although many of the adjustments which occurred were not yet wholly reflected 
in earnings for the calendar year, labour income per worker (including self- 
employed workers) in the non-farm economy was almost 7 per cent greater in 
1966 than in 1965; this compared with an increase of about 6 per cent in1965. 


The average increase in wages and salaries in 1966 considerably exceeded 
the long-run average rate of growth in productivity and surpassed by an even 
wider margin the productivity improvement actually achieved during the year. 
As the table on the next page shows, the increase in output per worker in the non- 
farm economy in 1966 appears, on the basis of presently available data, to have 
been about half the relatively modest gain of 1965. In manufacturing, where 
productivity measures are generally considered to be somewhat more precise, a 
marked slowdown in the rate of productivity improvement was also evident. 
Consequently, the increases in wage and salary costs per unit of output in most 
sectors of activity in 1966 were much greater than the 1965 increases to which 
attention was drawn in last year’s Report. 
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EARNINGS AND OUTPUT 
(percentage change from previous year) 





Canada United States 
1963 1964 1965 19663) 1966) 

Wages and salaries per worker 

NOTSEATIN Sie eek ae oe bec eae a0 4.1 6.0 6.9 6.4 

ManUractuning? 23200. 8. Sasa ae 2.4 3.8 DiZ 5.9 4.0 
Output per worker 

DORAN rca ere arte aces 2.4 2.8 Zin lal 225 

WAND EACLUTING oe tutte). 5 ls once o28 4.1 3.6 Vahl 3.4 
Wages and salaries per unit of output 

NOMA ei, cece cece ie et ia2 oa 5.8 g.0 

Manufacturing .... 0.0.2... rae ee —0.9 —0.4 1.6 3.6 0.6 
Corporate profits per unit of output 

NORA see ea horns eee ee woe 4.2 7.4 0.9 — 5.9 3.8 

MANUactUTines ur he eae eo Re ee —0.5 —1.8 — 8.9 —0.2 


(1) Wages and salaries include military pay and supplementary labour income; employment based on labour force survey (including 
self-employed) and armed forces enrolment. 


(2) Wages and salaries do not include supplementary labour income; employment based on all-establishment survey which differs 
somewhat from measure used by DBS in official productivity estimates, so far available only annually to 1965. 


(3) Change from first 9 months of 1965 to first 9 months of 1966. 


The 1966 increases in wage and salary costs per unit of output in Canada 
were also considerably greater than in the United States. For the non-farm 
economy as a whole, this appears to have reflected mainly the poor productivity 
performance in Canada. However, in manufacturing—the sector most directly 
relevant to Canada’s international competitive position—the sharper rise in unit 
labour costs in Canada resulted from both a smaller gain in productivity and-a 
larger increase in average wages and salaries than in the United States. 


There was a strong tendency for profits as well as prices to feel the impact 
of rising costs in Canada in 1966. In 1965 the ratio of total corporate profits 
to output had levelled out. This ratio declined markedly in 1966, particularly 
in the third quarter when strikes had an appreciable impact on profits. As may 
be seen in the chart on page 35 and in the table above, this reduction in profit 
margins in Canada in 1966 was in contrast to the situation in the United States, 
though there too some decline in profit margins in manufacturing developed in 
the course of the year. 


Prices in Canada rose more rapidly in 1966 than in 1965. Food prices, 
which had gone up sharply in 1965, continued to increase through most of 1966. 
Although the food component of the Consumer Price Index eased slightly to- 
wards the end of the year, the average level of food prices in the last quarter of 
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1966 was still almost 10 per cent higher than two years earlier. In the course 
of 1966 there was some tendency for meat prices, which had been the principal 
initial source of the upswing, to moderate but prices of a broad selection of other 
food items rose more rapidly. As the table below shows, the rate of increase 
of non-food prices was substantial in 1966. The prices of goods other than 
food rose more than twice as much in 1966 as they did in 1965; some part of 
this acceleration was related to sales tax increases. Durable goods prices, which 
had been stable or declining for several years, increased by about one per cent 
in 1966. As the chart on page 35 and the table below show, the rate of increase 
in Canadian prices continued to exceed that of prices in the United States, though 
apparently by a narrower margin towards year-end. 

















PRICES 
(percentage change from previous fourth quarter) 
Canada United States 
4Q°63 4Q°64 4Q’65 4Q’66 4Q’66 

Prices of all goods and 

services (GNP deflator)........... Cor 2.8 Sal 4.7) 3.6 
Consumer prices: 
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eralrexcept tood.y 4)... ena 1.3 V 25 3.4 See 
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(1)Change from 3Q’65 to 3Q 66. 
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Financial Developments in Canada 


The tightening of conditions in Canadian financial markets which began in 
1965 continued through most of 1966. Credit conditions also continued to 
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tighten in the United States and Europe. 
Despite the slackening in the rate of eco- 
nomic growth which occurred in Canada 
in the course of 1966, the demand for 
credit remained very strong. Short-term 
interest rates rose considerably. Yields 
on long-term Government of Canada 
bonds reached a peak of about 6 per 
cent. Yields on other long-term securities 
rose somewhat more than on Government 
of Canada bonds. Access to mortgage 
credit became more difficult and by the 
fourth quarter of the year rates on prime 
conventional residential loans had risen to 
about 8 per cent. During the summer, 
when the upward pressures on interest 
rates in the United States became par- 
ticularly severe, the Bank of Canada 
offered considerable resistance to a further 
tightening of credit conditions in Canada. 
The chartered banks’ total assets, which 
had grown slowly in the first half of the 
year, were permitted to increase more 
rapidly in the second half; the banks were 
able to add significantly to their holdings 
of more liquid assets and indeed to in- 
crease the ratio of such assets to their total 
assets while accommodating an increased 
rate of loan expansion. By the end of the 
year interest rates were declining in Can- 
ada and abroad and the easing of credit 
conditions continued into early 1967. 









































Through the first quarter of 1966 it was evident that the pressure of demand 
on the economy was increasing rapidly and that our balance of payments on 
current account remained in substantial deficit. Interest rates were rising in the 


‘United States and Europe. On March 11 the Bank of Canada announced an 


increase in its Bank Rate from 434 per cent to 5% per cent, thus underlining 
the concern about inflationary dangers expressed in its Annual Report for 1965 
which was made public on the same day. Over the first quarter of 1966 the 
yield on three-month treasury bills rose from 4.5 per cent to 5.1 per cent and 
the average yield on long-term Government of Canada bonds increased from 
5.4 per cent to 5.6 per cent. 


During the second quarter of the year there was little change in yields on 
Government of Canada securities, though some other interest rates continued to 
rise gradually. On occasion during this period the Bank of Canada resisted by 
its open-market operations a tendency for Government of Canada bond yields 
to decline. In addition, in connection with the May 1 Government of Canada 
refunding issue, the Bank repeated a technique first used at the time of the 
February 1 refunding and informed primary distributors of Government of 
Canada securities that it was prepared to purchase the new issues offered by the 
Government in exchange for certain longer-term bonds from its own portfolio. 
As a result of this offer the Bank sold $49 million of bonds maturing in 1988 
and 1990, principally in exchange for the new 1980 maturity. Details of the 
Bank of Canada’s securities transactions during 1966 are shown in Appendix 
Table I. 


The growth of the chartered banks’ Canadian assets slowed down to an 
annual rate of about 3 per cent in the 
first half of the year compared with 12 per 
cent in 1965. Even though total Cana- 
dian dollar bank loans rose at an annual 2° 
rate of only 5 per cent during this period, 
compared with 20 per cent in 1965, the 
banks’ more liquid asset ratio continued 15 
to decline. In the mortgage market, loan 
approvals by private institutions, which 
had fallen off in the second half of 1965, 10 
remained at a relatively low level and, 
with the demand for mortgage funds re- 

MORE LIQUID ASSETS 

maining strong, conventional mortgage As % of Total Major Assets | 
rates rose further. The expansion of con- 
sumer credit granted by banks and other 
lenders slowed down significantly during ee 1961 1962 1963 1964 1965 Ge ae 
the second quarter. Seasonally adjusted. 
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SHORT-TERM INTEREST RATES By mid-year, as evidence accumu- 
Weekly — Per Cent ~—)' — Jated that the growth of aggregate de- 
z mand in the economy was moderating, 
the Bank of Canada began to offer re- 
+6 sistance to a further tightening of credjt 
conditions. It managed the cash reserves 
of the chartered banks in a way that per- 
5 5 mitted their total assets to expand more 
rapidly than earlier in the year. The 
banks were able to increase significantly 
their more liquid asset ratio at the same 
time as their loans began to expand 
more rapidly. The Bank’s operations in 
e | Government of Canada securities, in- 
aired oa ea armen ee cluding its operations in treasury bills, 
were also directed towards restaining an 
increase in interest rates and the yield on 3-month treasury bills remained close 
to 5.1 per cent until October. 
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Sharp upward pressure on Government of Canada bond yields developed in 
August. A dramatic fall in bond prices in the United States, beginning at mid- 
month, complicated the task of refunding a large Government of Canada bond 
maturity of September 1, the terms of which were announced on August 15. 
The Bank took the view that it should resist an excessive increase in Canadian 
interest rates and in pursuance of this view it provided strong support for the 
bond market. In the week preceding the announcement of the new issue the 
Bank bought $3 million of longer-term Government of Canada bonds in the 
market. On the day of the offering and the day following, it purchased $58 
million of bonds in the market. It also subscribed for substantially more of the 
new issues than the minimum of $175 million which it had committed itself to 
buy. In total, around the middle of August the Bank purchased or subscribed 
for $314 million of Government of Canada bonds; its holdings of bonds due to 
mature on September 1 were $115 million. Later in the month the Bank bought ~ 
an additional $21 million of Government of Canada bonds in the market. 
Despite the strong action described, interest rates rose substantially and the 
average yield on long-term Government of Canada bonds reached a peak of 5.97 
per cent late in the month. 


At the end of August bond markets turned around and the yields on Govern- 
ment securities dropped in the United States and in Canada. To limit the extent 
of this reversal the Bank of Canada sold $55 million of Government of Canada 
bonds to the market early in September and further cash sales were made later in 
the month. Most of the effect on chartered bank cash reserves of the very sub- 
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stantial volume of bond purchases and subscriptions referred to was offset by 
reductions in the Bank of Canada’s portfolio of treasury bills and by sales of 
foreign exchange to the Exchange Fund Account.* 


The volume of new Canadian issues negotiated in the United States fell to a 
low level in the third quarter, and in September the value of the Canadian dollar 
in the exchange markets began to decline. The operations of the Bank late in 
September and during October were designed in part to ensure that the dif- 
ferential of bond yields between Canada and the United States was adequate. 
The Bank sold Government of Canada bonds for cash to the extent of $13 million 
net late in September and $16 million net in October. An additional $56 million 


of bonds, principally long-term issues, was sold in the market in exchange for 
short-term maturities. 


Throughout October there was little change in the yields on Government of 
Canada securities while comparable yields declined in the United States. There 
was also some widening of average yield differentials on other securities. Yields 
in both countries rose in November, with Canadian yields moving up somewhat 
more rapidly and continuing to rise in December despite some market purchases 
of Government of Canada securities by the Bank of Canada. By the end of the 
year, however, interest rates in Canada and the United States had started to 
decline and the easing of conditions in financial markets continued in early 1967. 


On January 30, 1967 the Bank of Canada reduced its Bank Rate from 514 
per cent to 5 per cent. The average rate on three-month treasury bills at the 
weekly auction, which had been 5.20 per cent in mid-November, fell to 4.68 per 
cent at the last tender in January and was 4.58 per cent at the last tender in 
February. The average yield on long-term Government of Canada bonds, which 
had been 5.93 per cent early in December, fell to about 514 per cent in the first 
week of February, and was 5.61 per cent at the end of that month. 

Developments during August and September 1966 have been described in 
some detail above. They provide a striking example of a problem which arose 
a number of times in 1966 and early 1967 as a result of the fact that interest rates 
in the United States fluctuated a good deal more widely than in earlier years. 
This can be seen in the chart on page 40. For example, the average yield on 
long-term United States Government bonds rose from 4.41 per cent on January 





* The foreign exchange had previously been purchased on a temporary basis from the Exchange Fund 
Account at times when the Bank did not consider it desirable to provide for increases in the chartered 
banks’ cash reserves by purchasing securities in the market. The Bank makes payments for such 
foreign exchange purchases by crediting Canadian dollars to the Receiver General’s deposit account with 
it, and when these funds are redeposited to the credit of the Government’s accounts with chartered 
banks, chartered bank cash reserves are increased. During 1966, the Bank of Canada made considerable 
use of transactions with the Exchange Fund Account to assist in the management of chartered bank 
cash reserves. These and other transactions in foreign currencies affect the Bank of Canada’s net 
foreign asset position, monthly changes in which are shown in Appendix Table II. 
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21, 1966 to 4.70 per cent by February 28 and then fell to 4.53 per cent by 
March 23. This average yield increased from 4.73 per cent on August 12 to 
4.91 per cent on August 29 and by September 9 had dropped back to 4.73 per 
cent. There was an increase from 4.59 per cent on October 25 to 4.75 per cent 
on November 18, a decline from 4.76 per cent on December 8 to 4.32 per cent 
on January 16, 1967, and an increase to 4.53 per cent at the end of February. 
Expectations in the Canadian bond market were considerably affected by these 
swings and the Bank of Canada had of course to take account of their influence 
on the development of credit conditions in Canada and on our international 
capital flows. 
The greater volatility of the United 
WEEKLY FLUCTUATION OF BOND PRICES' States securities market also involved 
CANADA AND U.S.A. : 
pacer ance telas unusually wide day-to-day changes in 
CANADA US.A. prices and yields. The accompanying 
seegc ore mees m chart shows, for the second half of 1966, 
+2 the weekly variations in the price of a 
1 typical long-term federal government 
+! bond in the United States and in Can- 
|. ada. The volatility in the United States 
DEC. market was considerably greater than 
Sah Hae nahatiauans oie treracvernient "had earlier been the case and much 
Canada 5}4 per cent bonds due on May 1, 1990 and 


the US Government 434 per cent bonds due on greater than in the Canadian market. 
August 15, 1992. 








CHARTERED BANKS AND OTHER FINANCIAL INSTITUTIONS. The total 
of the chartered banks’ Canadian assets, which had increased by 12 per cent 
in 1965, rose at an annual rate of 3 per cent in the first half of 1966 and 10 
per cent in the second half. During the second half of the year, when total Can- 
adian dollar loans were rising at an annual rate of 9 per cent (about double the 
rate of increase in the first half of the year), the banks were also able to increase 
their more liquid asset ratio. Both business loans and personal loans increased 
slowly over the first half-year, the outstanding amount of unsecured personal 
loans actually declining during the second quarter when the banks were under 
severe pressure. After mid-year both business loans and personal loans began 
to expand more rapidly but the increases over the year as a whole were only half 
as large as the increases in 1965. Personal loans secured by marketable stocks 
and bonds declined fairly steadily throughout 1966. There were increases in 
other classes of loans except those to sales finance companies which had been 
particularly high in the second half of 1965 after the failure of At- 
lantic Acceptance Corporation. Loans to municipalities, which had risen 
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CHARTERED BANK LOANS 
Billions of Dollars 


sharply in 1965 in anticipation of 
receipts from the Municipal De- 
velopment and Loan Board, con- 
tinued to increase in 1966. The 
banks’ foreign currency credits to 
Canadian residents increased by $91 
million in 1966 compared to $275 
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million in 1965. Average of Wednesdays | | 
The rise in interest rates and eo 

the slower growth of the chartered Ca ee sie 
banks in 1966 was accompanied by 79 Bh 
a slower growth in the assets of most J Aer 
other types of financial institution; : . 
the total assets of one important 4, 7 
group, the sales finance and con- 4 
sumer loan companies, fell slightly 4.0 iit en at 02.0 
during the second quarter of 1966. 4 Month-end 
Final information for December 
1966 is not yet available, but the 
indications are that the trust, sales 


finance and consumer loan com- 
panies expanded more rapidly after 
mid-year, as did the banks. 














Lebo lout ies Riera 
1965 1966 67 





1964 
Seasonally adjusted. 


MAJOR CANADIAN ASSETS OF SELECTED FINANCIAL INSTITUTIONS'” 


Percentage increase at annual rates 














Billions 1965 1966 
of Dec. 1960 
dollars to First Second First Second 
Dec. 1966 | Dec.1964 half half half half 
sete seasonally adjusted 
Shattered banks......:........«+.. 19.7 | 12 11 3 10 
Other 
Quebec savings banks........... 4 7 8 5 7 8 
MTOSUCOMPANleSs S15 .606 4006. 2 Si bs 22 26 12 i iy 
Mortgage loan companies........ seis 20 20 13 6 5° 
Sales finance and consumer 
DanLCOMPANICS. . . 40:5 bres sue «f. 4,0° 11 18 12 —2 8° 
Caisses Populaires Desjardins 
POEOIEDEC >, OL. ee ees jee ag 11 13 13 13 Pio 
CLE ee Oe Cp OOnia a Tae BAe 15 20 12 4 10° 
ee eee Se one 9 15 12 3 10° 
e: Estimate. 


(1) The figures include all Canadian assets except fixed assets, investments in subsidiary or affiliated companies and sundries, Rel- 
atively small net amounts of assets in foreign currencies are also included in some cases. 
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OF SELECTED FINANCIAL INSTITUTIONS eae Un 

institutions reflected the difficulty they 
encountered in raising funds at costs 
which would leave them an adequate 
180 profit inducement to expand their 
business. By the same token, their 
inability to expand more rapidly was 
an important aspect of the increasing 
difficulty faced by individuals and 
smaller business borrowers who norm- 
ally obtain their loan funds through 
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a J 2.0 such financial intermediaries. Mort- 
‘ik z 45 gage borrowers found conditions par- 
SALES FINANCE AND : ticularly difficult. Other borrowers 

CONSUMER LOAN COMPANIES aon) J] 4.0 : 
Fe yh such as larger businesses, govern- 


ments and their enterprises were more 
hes successful in obtaining financing since 
a they were able to raise funds directly 
| from the public and from non- 
2. residents by sales of securities, albeit 
“4 at high rates of interest. This pattern 

of developments is characteristic of 
— periods in which credit conditions are 
Mea hae een tightening and short-term interest 


1964 1965 1966 67 
Be aciiy adiusied: rates are high relative to long-term 
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QUEBEC SAVINGS BANKS 
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rates. 


The table on the opposite page shows changes in recent years in the main 
types of liquid financial asset held by the public. From the first group of items in 
the table it can be seen that the public’s holdings of chequable deposits and other 
highly liquid claims grew less rapidly in 1966 than in preceding years. There 
was no increase in the rate of interest offered on chartered bank personal savings 
deposits, on the comparable Quebec savings banks’ deposits, or in the rates 
paid by most trust and mortgage loan companies on their savings accounts. 
With interest rates on most other types of liquid asset rising quite rapidly, the 
rate of accumulation of these liquid claims on banks and other institutions 
declined. Chartered bank demand deposits, however, increased at an annual 


rate of 13 per cent in the second half of 1966, and over the year as a whole the | 


increase was 9 per cent compared to about 6 per cent in the two preceding 
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years. It is possible that the relatively large increase in 1966 resulted in part 
from an increase in the current balances held with chartered banks as compensa- 


tion for services provided to customers. 


GENERAL PUBLIC HOLDINGS OF CERTAIN FINANCIAL ASSETS” 


(millions of dollars) 


As at December 


1964 
DUTT Ss adie aed ale Nel oh eee no 24185 
Chartered bank demand deposits......... 4,510 
Chartered bank personal savings deposits.. 8,846 
Quebec savings bank deposits............ 376 
Caisses Populaires Desjardins de 
DBEDCC UEDOSIIS ci ons au da dened oc de 910 
Trust and mortgage loan company 
demand certificates and deposits........ 1,378 
SU CS a eee 18,203 


Chartered bank 
— non-personal term and notice deposits 1,494 
— foreign currency deposits of residents 





BemOWODDCO Yee aed ae 718 
NL ee ee ee ae 606 
Finance company short-term paper held 
MOSH SUIS Goat n acme tr Rr oe a. 600 
Other commercial paper held by residents 275 
Provincial and municipal short-term paper. 160° 
Mankers’ acceptances.........0.....¢.00: 11 
Government of Canada 
Meme asUNy DS 504 oss guoadaaekacus O30 
— Market bonds of maturity under 3 years 1,402 
| — Canada savings bonds............... 5,613 
Trust company investment certificates... .. 1,535 
| Mortgage loan company debentures....... 981 
SS iis yg RMR ov ce viciess Rs 31,930 
e: Estimate. 


1965 


Zion 
4,779 
9,642 

402 


1,028 
1,485 


19,687 


1,140° 


1,475¢ 


20,865° 


2,480 


742 
889 


630 
180 
316° 
170 


170 
1,480 
6,089 
2,375° 
1,200° 


37,986° 











 ()) This table includes relatively small amounts of some items held by non-residents. 


Percentage change 


1964 


wanes) 


6.2 
6.3 
ocd 
8.4 


1965 


iy 
6.0 
9.0 
6.9 


13.0 
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be 


1966 
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6.1 
8.7 
ed 
4.7 


10:97 


—0.7° 
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CURRENCY AND CHARTERED BANK 
CANADIAN DOLLAR DEPOSITS 


Average of Wednesdays — Billions of Dollars eal 
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i. ST aReT eo nereal term and notice deposits 
shown in the following chart. 

In the course of 1966 the yields avail- 
able on U.S. dollar deposits placed by 
the chartered banks with prime banks 
in the United Kingdom and Europe 
reached a peak of about 7 per cent 
and money market rates in New York 
also rose to high levels. The attrac- 
tive yields on short-term investments 
abroad enabled the chartered banks 
to offer high rates to Canadians on 
foreign currency deposits, and the 
total amount of these balances — 
swapped deposits and other foreign 
currency balances—reached a peak 
of $1,750 million in October. While 
there was some decline thereafter as 
short-term interest rates on U.S. dol- 
lar investments came down, these de- 
posits rose by $413 million or 34 per 
cent over 1966 as a whole. 
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22.0 


The chartered banks’ Canadian 
dollar non-personal term and notice 
deposits increased by only 8 per cent 
in 1966 compared to an increase of 
about 75 per cent from the third 
quarter of 1964 to the third quarter 
of 1965 when these deposits provided 
higher rates of return than competing 
instruments. Although the banks con- 
tinued to offer relatively high rates on 
large Canadian dollar term deposits 
in 1966, more attractive returns were 
available to the public through much 
of the year on some other short-term 
investments, including foreign cur- 
rency deposits held with the banks. 


SELECTED SHORT-TERM ASSETS 
HELD BY RESIDENTS 
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1. At chartered banks. 

2. Short-term paper issued by finance companies and 
other commercial borrowers, and bankers’ accept- 
ances. 

Break in series reflects change in composition. 


In December 1966 the total of currency and chartered bank Canadian dollar 
deposits was 6.7 per cent higher than a year earlier compared with an increase 
of 11.9 per cent in 1965. The amount held by the general public, ie., exclusive 
of Government of Canada deposits, increased by 6.5 per cent compared with 
12.0 per cent in 1965. Including foreign currency deposits of residents, the 
increase in general public holdings of currency and chartered bank deposits was 
8.1 per cent compared with 10.6 per cent in 1965. In the case of all these 
series the increases were more rapid in the second half of 1966 than in the first 
half of the year. 


Resident holdings of short-term paper issued by finance companies, other 
commercial borrowers and provinces and municipalities increased by about $160 
million in 1966. The amount of bankers’ acceptances outstanding increased by 
$20 million. Trust and mortgage loan companies continued to raise the interest 
rates on term certificates and debentures and as a result were able to attract a 
substantial flow of funds. There was also some increase in public holdings of 
short-term Government of Canada market securities and a large increase in the 
amount of Canada Savings Bonds outstanding as a result of the successful sale 
of the Centennial Series. 


OTHER CAPITAL MARKET DEVELOPMENTS. The tightening of credit 
conditions in 1966 was particularly severe in mortgage markets. Life insurance 
companies, trust and mortgage loan companies and other private lending institu- 
tions had been approving new loans at an abnormally high rate in early 1965 
and they sharply reduced the rate of approval of new mortgages in the second 
half of 1965 and during 1966. In the year and a half beginning mid-1965 the 
amount of mortgages approved by the private institutions was 27 per cent lower 


MORTGAGE LOAN APPROVALS 
(millions of dollars) 


Private lending institutions 


Conventional mortgages 








Residential Guaranteed 
Non- ao ee under 

residential Existing New NHA CMHC Total 

1964-First half....... 231 290 3/5 182 79 1,162 
Second half. ... 276 345 437 170 297 1525 
1965-First half....... 338 436 470 186 86 1,516 
Second half. ... 243 313 432 135 ey h 1,498 
1966-First half....... 217 281 346 132 135 1,111 
Second half. ... 170° 190° 2257 59 410 1,054° 


e: Estimate. 
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1. Average weekly yields on the 40 provincial, munic- 

ipal, public utility and industrial bonds included in 

the monthly series published by McLeod, Young, 

Weir and Co. Ltd. 





CONSUMER CREDIT OUTSTANDING! 
Monthly — Billions of Dollars 
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Ratio Scale 


5.0 








HARTERED BANKS 
4.0 2.0 
1.8 
1.6 SALES FINANCE COMPANIES 1.2 
1.0 1.0 
95 
CONSUMER LOAN 
COMPANIES 1.4 
8 
OTHER CONSUMER CREDIT2 1.2 
LO etriisti tists tii littiitiirtiitistiss 1.0 








1964 1965 1966 


Seasonally adjusted. 
1, Balances for which monthly statistics are available. 
2. Credit granted by Quebec savings banks, life in- 
ae companies and monthly reporting retail 
ealers. 
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than in the preceding eighteen months. 
Private lending under the National 
Housing Act to finance the construc- 
tion of new single-family housing 
fell particularly sharply, but Central 
Mortgage and Housing Corporation 
undertook an expanded direct lending 
programme which led to an increase 
in total NHA lending in 1965 and 
limited the decline in 1966 to 6 per 
cent. The brunt of tighter conditions 
in the mortgage market fell on the 
financing of new apartments and row 
housing, new non-residential proper- 
ties and existing residential properties. 

The reduction in the supply of 
mortgage funds led, in the face of 
strong demands, to increases in con- 
ventional mortgage rates. Prime rates, 
which had been below 7 per cent until 
mid-1965, rose to about 7/2 per cent 
by the end of 1965, and to about 8 
per cent by the last quarter of 1966. 
Early in 1967 some institutions re- 
duced their prime lending rate to 7% 
per cent. The maximum rate on loans 
insured under the National Housing 
Act was increased from 6% per cent 
to 634 per cent on January 10, 1966. 
There was a brief recovery of private 
NHA lending but as the rates of in- 
terest available to the institutions on 
conventional mortgages and on bonds 
continued to rise, NHA loans again 
became relatively unattractive. On 
November 22 the maximum rate was 
increased to 744 per cent and it was 
announced that starting in April 
1967 the maximum rate for each 
quarter would be set one and one-half 
per cent above the average yield 


on long-term Government of Canada bonds on the four Wednesdays pre- 
ceding the first day of the quarter, rounded to the nearest quarter per cent. 


In the first half of 1966, as may be seen in the chart on the previous page, 
chartered banks and sales finance companies cut back their consumer lending 
and in consequence the rate of increase in total consumer credit outstanding was 
sharply reduced. There was resumed growth after mid-year, particularly in 
lending by the chartered banks, but over the year as a whole the rate of increase 
in consumer credit outstanding was well below that of 1965. The statistics on 
consumer credit do not include borrowing for consumption purposes on the 
security of residential mortgages: this must also have been reduced in 1966 as 
a result of the tightening of the mortgage market. 


Attention was drawn on page 26 to the increase in capital expenditures by 
business in 1966. The cash flow available from retained earnings and deprecia- 
tion allowances was very little larger than in 1965 and the external financing 
required by business increased from about $2 billion in 1965 to $2% billion in 
1966. The following table shows that while external financial requirements 
were increasing, the total amount raised by non-financial businesses from their 
major sources of funds fell substantially. While businesses were able to main- 
tain—though at progressively higher costs—the aggregate level of their financing 
through bonds, stocks and commercial paper placed directly in financial markets, 
their borrowing from financial intermediaries such as banks, finance companies 


MAJOR SOURCES OF NON-FINANCIAL CORPORATE 
BUSINESS FINANCING 


(millions of dollars) 

















1965 1966 
Increases in: 
Chartered bank loans in Canadian dollars.......... 655 393 
Chartered bank loans and securities in 
Res DMLCUTLOUIOS «alec u ascss es Rn as 215 91 
Sales finance company l0anS...........0600+..-+- 307 — 150° 
MeRATO LT OAS ee yobs Sele eR eee oN oes 50 70 
Non-residential: mortgages... 2... eww ue cons 400° 300° 
STETUGUES ae, ERT oe CY carer ee ene 1,687 704 
Net new issues of: 
Commercial paper and bankers’ acceptances....... 32 61 
I ie lS eee nets Le Abt e s 950 773 
0 Tc eelgedh Wen pe le ig 8 OO Se ee 333 444 
Net direct investment from abroad.................. 280 670 
Du ALORS 2 lela ARF SRS Sen ara rt 1.595 1,948 
(TTS) a USCS GP p tit Set ce ete pect eee 3,282 2,652 





e: Estimate. 


| 


and mortgage lenders was much lower thanin 1965. The total raised from all the 
sources shown in the preceding table was significantly less in 1966 than in 1965 
and less than the apparent need for financing. Businesses had been steadily 
accumulating financial assets from 1962 to 1965 and must have run down their 
holdings of liquid assets appreciably during 1966 in order to finance their invest- 
ment programmes. This pattern of business financing implies that smaller firms, 
most of which rely on borrowing from financial intermediaries, were affected 
more severely than many large firms by the tight conditions in financial markets 
during 1966. 


The Government of Canada’s financial accounts are shown in Appendix 
Table III. In 1966 the Government of Canada’s net revenue and expenditure 
position on the national accounts basis is estimated to have weakened by about 
$425 million. In addition to the revenues included in that calculation, $134 
million was collected from the special refundable tax on corporate cash profits 
introduced in March and contributions to the Canada Pension Plan amounted to 
$528 million. However, the proceeds of the refundable tax are set aside for 


GOVERNMENT OF CANADA: 
INCREASES IN MAJOR LOANS AND ADVANCES 


(millions of dollars) 


1964 1965 1966 
Central Mortgage and Housing Corporation............... 203 276 456 
PATMBOTeRIL COLPOlOtON -eacidtays oats eine tv ee gemma tenesest 89 145 167 
Municipal Development and Loan Board. ................ 3 74 139 
VereValS oc ONUHACL Raia tie clits. way treo hn does oie oe es 14 20 5S! 
CULE G) ELS "oi Dee als Re ewer te I ers Ce mg a eee 309 515 813 
POG WOClOREXTHDIUGN hay Shee ds saan Seta ns ca wees ~ Vag 115 
CNR (excluding advances to cover income 
Hoficitssana Terunaing Of Gent)s...... .cke.cs canes ocak 31 25 7 
Aionieceerey 00 GAvdGanea Sik oe eh cake ewes sone — 3 14 11 
Natianalnarnours COal dc... rete hn .c4 ni cica ener naleeee 2 2 17 
Atlantic provinces power development..............0...... 3 4 31 
Loans to manufacturers re Canada-United States 
AMOMOUve: ARCEGMENC... 08 tess ciwscsace cca wees g eee - - 11 
Export Credits Insurance Corporation...................... 33 50 38 
Eaans totorelen POVeErHMENTS ©) ical eee eee — 7 10 7 
OL ATaRe erro eee ae OH Ve at ee Cee chee ee 368 642 1,060 


———=2 sia 


(1) Net of the 25 per cent share of advances to municipalities which is eligible for forgiveness of repayment and which is treated as 
federal expenditure in the year the advance is made. 
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subsequent repayment to corporations and the bulk of Canada Pension Plan 
contributions were re-loaned to provinces under the arrangements for the Plan. 
In addition to the weakening in the national accounts position, there was an 
increase of $418 million in the amount needed in 1966 to finance various govern- 
mental lending activities and for the other purposes indicated in the table on 
the preceding page. 


In 1966 the net amount of Canadian dollars required for purposes unrelated 
to foreign exchange transactions and transactions with the International Mone- 
tary Fund was $692 million. In 1965 the comparable transactions provided 
net receipts of $92 million. In 1966 the group of transactions in foreign ex- 
change and with the International Monetary Fund produced a net amount of 
$441 million. The amount of Government of Canada Canadian dollar securities 
outside Government accounts increased by $301 million and the Government’s 
Canadian dollar cash balances increased by $50 million. 


There was virtually no change in Bank of Canada holdings of Government 
of Canada Canadian dollar securities; those of the chartered banks increased by 
$167 million and those held by the general public increased by $132 million. 
General public holdings of Canada Savings Bonds increased by $222 million, 
while there was a reduction of $90 million in their holdings of Government of 
Canada Canadian dollar market securities. There was a reduction of $163 
million in the amount of Government of Canada debt payable in U.S. dollars 
held outside Government accounts; $157 million of this reduction represented 
repatriations by the Government in connection with its management of the official 
foreign exchange reserves. 


Expenditures by provincial and municipal governments rose more rapidly 
than their revenues in 1966 and in addition provincial and municipal enterprises, 
particularly hydro-electric commissions, carried out major capital investment 
programmes. As a result, this sector’s financial requirements were considerably 
larger than in 1965. ‘There was a decrease of $52 million in the aggregate 
amount borrowed from chartered banks, the Central Mortgage and Housing 
Corporation and the Municipal Development and Loan Board and by the sale of 
short-term paper, but other borrowings rose substantially. In particular, the 
establishment of the Canada and Quebec Pension Plans provided a very large 
new source of funds. $462 million was made available to the provinces other 
than Quebec through investment by the Canada Pension Plan Investment Fund 
in specially issued provincial bonds. In the case of Quebec it is believed that 
a substantial part of the Quebec Pension Plan receipts of about $170 million 
was invested in the market through the Quebec Deposit and Investment Fund in 
direct and guaranteed securities of the province and its municipalities. 
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SELECTED SOURCES OF FINANCING OF PROVINCIAL AND 
MUNICIPAL GOVERNMENTS AND THEIR ENTERPRISES 


(millions of dollars) 


1964 196s 1966 
Increases in: 
CROTLOLOO DARK OARS, 20 cshouas a «5.x "a akreenm el awe 48 230 137 
Loans by Central Mortgage and Housing Corporation 
and the Municipal Development and Loan Board“ 33 101 166 
Short-term paper outstanding.................... — 70 90 66 
Receipts of Quebec Pension Plan .................. ~ 170° 
Net new issues of bonds: 
Provincial bonds sold to Canada Pension Plan 
BELVOSLINE MERU Usih ven skate tice © ce ate ese ees - - 462 
Other provincial and municipal bonds............ 1,348 943 1,264 


GVA ree ree nate ralee ieee UNG eee ean ag 1309 1,364 2,265 


6: Estimate. 


(1) Net of the 25 per cent share of advances which is eligible for forgiveness of repayment and which is treated as municipal revenue 
in the year the advance is made. 


(2) To the extent that provincial government accounts and the Quebec Deposit and Investment Fund purchase provincial or 
municipal bonds at the time of issue or in the market, the total of the selected sources of financing includes double- 
counting and is thus overstated. In 1966 a substantial part of the Quebec Pension Plan receipts of about $170 million is 
believed to have been invested through the Quebec Deposit and Investment Fund in direct and guaranteed securities of the prov- 
ince and its municipalities. Purchases by the provincial accounts of other provinces are also believed to have been unusually large 
in the aggregate in 1966. 


FINANCIAL TRANSACTIONS OF CANADIANS WITH NON-RESIDENTS. 
The net use of non-resident savings by Canadians declined from $1,083 million 
in 1965 to $983 million in 1966. Ordinary capital transactions in 1966 pro- 
duced an inflow of $806 million, while special purchases of U.S.-pay bonds by 
the Government of Canada amounted to the equivalent of $182 million and 
official reserves declined by $359 million. 


Details of the main transactions in the capital account are given in the 
table on page 56. It shows that the major types of long-term capital movements 
gave rise to a net capital inflow in 1966 appreciably larger than in 1965. 


Deliveries of new issues of Canadian bonds sold to non-residents increased 
from $1,179 million in 1965 to $1,396 million in 1966. An official request 
made of Canadian borrowers in November 1965 to defer delivery of the proceeds 
of new issues already negotiated in the United States and to postpone any new 
United States borrowing until 1966 resulted in unusually large deliveries in the 
first quarter of the year. New offerings were substantial in the second quarter 
but declined after mid-year and did not pick up again until late in the year. 
Deliveries in the second half of the year were therefore relatively low. 
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NEW ISSUES OF CANADIAN BONDS 
SOLD TO UNITED STATES RESIDENTS 


(millions of Canadian dollars) 


By date By date Undelivered at 
of offering of delivery end of period 
1965 
oO 344 263 132 
2 Q 282 311 103 
3.0 399 284 218 
4Q 391 291 318 
1966 
PO 356 518 156 
2 Q 386 348 194 
30 202 216 120 
4 Q 198 203 115 


Foreign direct investment in Canada rose sharply in 1966 to a near-record 
level of $660 million and there was a small net repatriation of funds from 
Canadian direct investment abroad in contrast to outflows of about $100 million 
in each of the past few years. United States direct investment in Canada rose 
in 1966 despite earlier fears that a United States balance of payments guideline 
limiting investment in industrial countries as a group might result in a cut-back 
in Canada. One of the objects of the United States balance of payments pro- 
gramme was to encourage United States companies to raise funds abroad for 
their international operations. If this had resulted in their attracting funds from 
Canada it would have put abnormal pressure on the Canadian capital market 
and could have forced Canadian borrowers to rely more heavily on the United 
States market. In March the Minister of Finance asked Canadian investors not 
to purchase “off-shore” securities of United States corporations, that is, the 
securities of United States corporations or their non-Canadian subsidiaries which 
would be subject to the United States Interest Equalization Tax if purchased by 
United States residents. After March there were no significant purchases of 
this type of securities by Canadians. 


There was a sizeable reduction in capital outflows resulting from repurchases 
of outstanding Canadian stocks from non-residents in 1966. On the other hand 
there was a swing from an inflow to an outflow arising from transactions in out- 
standing Canadian bonds. There was also a very large increase in the outflow 
from Canadian purchases of foreign securities which rose from $84 million in 
1965 to $332 million in 1966; most of this represented the purchase of out- 
standing United States equities from United States residents. Offerings of new 
issues of securities in Canada by foreign borrowers continued to be officially 
discouraged. 
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(Canadian bonds 


CANADIAN BALANCE OF INTERNATIONAL PAYMENTS 
(millions of Canadian dollars) 


Current Account Balance 


Capital Account Transactions 
Direct investment 
foreign investment in Canada 
Canadian investment abroad 
Canadian stocks 
net transactions 


39: feed ey see Ore) (et a ees 


» 


dis 4 Macwie: fm ele) 0/6) Sie We es te fer eee eae sop) Be eta) i@ 


new issues 
special repurchases of Govt. securities 
other retirements 
net trade in outstandings 
Foreign securities 
Government purchases of IBRD bonds 
other transactions 
Columbia River Treaty 
net transactions 


SR eube ie ewes tet in oe! 6. 4107 we Te eS, 6) ung ©) 0. e sem er eis) gh 6 fae 
ae: Ge «a, wliela! |& (i) 6 (678i e (6? me wie ce) 6) era, ate 6 & Te 


aie Berhe.e Wire ie" 60 (#06) (0. eon ele: ve) .8 6.18) le! Ste 6 fan 8 


neem @ bexla: ele! ko eerie’ fe. fe (a wo cell'e, 6 6°78) 6) (2) 18) 7m 


Foreign currency position of Canadian banks 
vis-a-vis non-residents: net increase (—)...... 


Canadian dollar deposits and treasury bills 
Canadian commercial and other paper 
Canadian finance company paper 
Canadian finance companies’ other 

short-term obligations 


Other long and short-term capital 


Total capital account transactions 


Changes in reserves and IMF position 
Official holdings of gold and foreign exchange... 
Net position with IMF 


vice e) & inte Oa) ae) wher ee Bie feliw «fe eee eye me tS) eye eo ee Be 


(1) Exclusive of undistributed earnings. 


Note: A positive figure indicates an inflow of capital into Canada, 
assets. A negative figure indicates the reverse. 
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1966 

1965 1966) 1 2@ 3@ 40 
—1,083 —983 | —405 —330 116 —364 
405 660 120 190 145 205 

— 125 10; — 15 — 40 90 — 25 
— 242 — 83 31. = 39° = 33 BAZ 
IVES Betis 539 355 289 213 
= £157) = 42 .— 800 =F — 

— 374 —343| — 70 — 72 — 53 —148 
62 — 99} —ll — 24 — 50 — 14 

mp aeRe . ah ML Gia gc 2 

— 84 —332;| — 70 —- 90° — 89 — 83 
oe 32 - - - 32 

426 —467 | —124 12 —271 — 84 

45 1; —29 —. 9 27 12 
10-— 2) —.12 -—, 5 10 a 

— 162 — 9 23. — 5 — 55 28 
209 153 34. — 12 44 8/7 

— 141 —111} —107 32. —195 you 
1,240 624 267 213. —201 345 
— 11 —462| —166 —181 —105 — 10 
168 103 28 64 20 — 9 
157 —359| —138 —117 — 85 — 19 


and thus an increase in Canadian liabilities or a decreasein Canadian 


There was a sharp swing in the main types of short-term capital flows from 
a substantial inflow in 1965 to a large outflow in 1966. One of the principal 
channels was the chartered banks which offer facilities to resident and non- 
resident clients to hold foreign currency deposits with them against which the 
banks hold claims on residents and non-residents denominated in foreign cur- 
rencies. Transactions of this type with residents together with changes in the 
chartered banks’ own foreign currency positions resulted in an outflow of $467 
million in 1966 in contrast to an inflow of $426 million in 1965. In 1965 
United States residents had withdrawn funds from the Canadian banks in re- 
sponse to the United States balance of payments guidelines, but the chartered 
banks had met only part of this drain by liquidating investments in the United 
States. There had been a net inflow of about $950 million from overseas 
countries with more than $500 million being channelled to the United States 
and the remainder to Canada. In 1966 there was a further net flow of over 
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$500 million to the United States with most of the funds coming from a build-up 
in Canadian resident holdings of foreign currency deposits with Canadian banks, 
which rose by $400 million, and from an increase in the chartered banks’ own 
foreign currency positions of $150 million. United States residents continued 
to withdraw U.S. dollar deposits from Canadian banks but at a much less rapid 
rate than in 1965, and after mid-year the Canadian banks increased their invest- 
ments in the United States. There was a further small net withdrawal of funds 
from overseas countries. These developments are summarized in the table 
below. 


CANADIAN CHARTERED BANKS 
HEAD OFFICES AND BRANCHES IN CANADA 


NET CHANGES IN FOREIGN CURRENCY POSITION” 


(millions of Canadian dollars) 


1966 
1965 1966 1Q 2Q 3Q 4Q 
With non-residents ane 
United States residents 
| AES CE ang PEA Rare — 207 208 — 183 — 69 165 295 
Brats). ye eee ct —72] — 309 — 156 — 71 — 78 — 4 
NGts aihar 5 colt Be gan ahs ee 520 517 — 2] 2 243 299 
Other non-residents 
ASSOtS ts cheno ieee: — 44) — 2 — 54 — 42 — 42 136 
PLADUTOS Ch Wa eg tes Ban af fp 505 48 — 205 — 28 — 70 351 
Netcare TENG cade ono wee? — 946 — 50 151 — 14 28 —215 
Total 
ISSOUS sie eek ea atl ees — 648 206 — 237 —1l1] 123 43] 
Eat tleSiieen 2. ee Ae a oi —222 — 261 — 361 — 99 — 148 347 
Net claims on non-residents... — 426 467 124 — 12 Zn) 84 
With Canadian residents 
SECIS eV Ay ed cone tei 276 84 66 5 — jl 24 
UTIL oes Ge Pe cers tc —107 401 180 63 208 — 50 
NOE. Godelier te ees 383 —317 —114 — 58 —219 74 
Changes in chartered banks’ 


Own net POSitiOier. 4-2. «sds dees — 43 150 10 — 70 52 158 


(1) Adjusted for variations in exchange rates. 
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Non-residents continued to reduce their holdings of Canadian finance com- 
pany paper in 1966 but at a much less rapid rate than in 1965. In both years 
there were substantial increases in other short-term investments in finance com- 
panies, though the inflow in 1966 was somewhat smaller than in 1965. 


As part of the agreement providing for the exemption of the sale of new 
issues of Canadian securities in the United States market from the Interest 
Equalization Tax and from the guideline limiting purchases by United States 
financial institutions of new long-term foreign securities, Canada works to a 
target level in its foreign exchange reserves, including for this purpose its net 
creditor position with the International Monetary Fund. In December 1965 
Canada agreed, as a contribution to the reduction in the over-all payments deficit 
sought by the United States Government, to reduce its target figure for reserves 
from the U.S. $2,700 million figure fixed in 1963 to U.S. $2,600 million, and to 
aim at achieving the new level by the end of 1966. When in May 1966 Canada 
paid U.S. $47.5 million in gold to the IMF in connection with an increase of 
U.S. $190 million in Canada’s quota in the Fund it was understood that the gold 
payment should not alter Canada’s contribution to the United States payments 
position; in effect this amounted to a reduction of the target level for reserves 
to U.S. $2,550 million. 


As steps toward the achievement 
of the end-1966 target level of Can- Wei BOLERRETARDTACO REE oe 
ada’s reserves the Government repatri- POSITION WITH THE IMF 
ated U.S. $145 million of its own U:S.- Wat mathe ems MS I aT nace 
pay securities and purchased U.S. $23 pus Scary cee tore 
million of bonds of the International 3; *°™ 
Bank for Reconstruction and Develop- 
ment from United States residents in 
the course of the first nine months of 
1966. Over the year, Canada’s reserves 
declined from U.S. $2,880 million to 
U.S. $2,499 million; official holdings | 
of gold and U.S. dollars declined by 
U.S. $429 million while our net credi- ol | ee oe lel 
tor position with the IMF increased by OE ige pg iee Ogee. Celcet eats 
U.S. $48 million. 
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The spot rate for the United States dollar in the Canadian foreign exchange 
Market fluctuated within a narrow range between 107% and 107% during 


eh, 


U.S. DOLLAR IN CANADIAN FUNDS the first nine months of 1966. It rose 


Monthly Average of Business Days gradually in the final quarter and 
109 | 109 closed the year at 108%. The for- 


SPOT RATE 


ward exchange rate for the U.S. dol- 
lar in Canada was at a premium until 
late June when the rate moved to a 
discount. From mid-September to 
December the 90-day forward rate 
for the U.S. dollar remained at a dis- 

count yielding about %4 to ¥% per 
0 cent when expressed at annual rates. 

In early 1967 the spot rate declined 
| again and the forward rate returned 
to a premium. 








90-DAY FORWARD DIFFERENTIAL q 








Premium Above Spot Rate 


| 


Discount Below Spot Rate 

ce Ly a ysl Li 1 | | | : 
1964 1965 1966 67 

1. Expressed as a per cent per annum. 
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APPENDIX TABLE | 


BANK OF CANADA NET TRANSACTIONS IN GOVERNMENT OF CANADA 
SECURITIES IN 1966 


a eae aaaaaaaaacaaaaaaaaaaaaaaaaaacaaaaaaacacaaaasaaaaaaaaaaataiaaa 


(delivered basis — par value in millions of dollars) 


Net purchases from (-+) or net sales to (—) investment dealers and banks 











Senses Sub-total Securities 

reas? 2a ae gor Weal eee tn irene LEAS 

aT to name Rags Cs + 4 + 9 —12 ~ ~ - ~ 
RGD ten cete anetr as — 33 — 2 + 4 — 5 — 4 —40 ~ 
Malic eenesla sss. +84 + 2 - ~ + 2 +88 +20 
Apres Set + 3 - - - —13 — 9 — 20 
NaVinaue comcast — 5 + 12 —16 ~ —12 —21 + 5 
UNC say aad: — 20 + 4 —4 + 7 + 5 — 8 — 5 
POLY etree teas + 8 + 2 — 2 ~ ~ + 8 - 
[aes ae Oe ere ae + 4 + 34 ~ + 9 +26 +72 - 
SeRtie ee ee Ls —13 — 4 —1l ~ — 26 —54 - 
hy ROI he eee +35 + 51 — 26 - —51 + 9 ~ 
NOVA (ak ae ee ~ + 15 - - - +15 ~ 
BoC keus) Me rit i ~ + 14 - + 6 +20 - 
otal terrace fies +68 +137 — 69 +11 — 66 +80 - 


(1) Classified by years to maturity at time of transaction. 
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Net transactions with Government and other client accounts 


Net purchases from (+) or met sales to (—) 














bills bonds bills bonds bills bonds bills bonds total 
2185 = 6 7 ila ete CG Ss ay, 199) AUR 1 nakeeegg 
17 + 4 Pi na Cn Mie = G54 wh te 6S anees0 
=] : . G07 eee 1] ee? FB act Bou eae 
+19 * - Et Sy een Ea [Saw 16 ores 
+41 eG . e = 25 = Oe Eos ate 
Bg a3 z 4 SIAC halgs eae ae is ma er 
+32 & = £ eo ae) 31) Ph ip eeeeg 
+20 - v 2 B19 zs rev By Wl ee OS eT 
—89 +140 a lh 26 : ra 12R0Ph 2) Oa itieeeess 
Lae i . a E2 | (em ee, 1G NP ee ony 
4.43 A e am gins els {6 coger 39 
+35 1568 z a OY amet 5 tS 14) Gece 76am e 69 
= 36 +187 as ae yk ee 200i Boon) eee 
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APPENDIX TABLE II 


BANK OF CANADA ASSETS AND LIABILITIES 
(monthly changes — millions of dollars) 


Canadian dollar deposit 


Be eed shisar  tmrertmont: sthe atti eS 
securities at currency = in assets, Note | Gorcanada’ Other banks 
1966 
Jan ~ 108 2 a weet eee lee = Ade Goagcr Gung 20 
Fete pr. —129 : se a oe — 55aitee 11) memes 
Mar 1139 : 5 we 00 We eres O56 etn oe waeaeD 
her, 22930 ‘ eR Hebd Wenee 33 iy Veet 
May..... — 3 + 49 + 3 —19 + 33 — 8 + 5 — 2 
June Ersoy e109 foG Wap ATS ee a3) oti Sg ee 
July... Gee eke 53 gab ot REO hoy Pa ee 
Aug acd wasnt A ey ee eo gee eal 66 5 Soleus. 
SOs ES epee pean ets ene 2 cag). | Sige es 
Beta i: Sale cee CT gpa eee 4.99 a1 ely 
Nov eel gee 28 eo ae Gebel 30 508cy. oid eee 
Dec...... 4.91 é Gey ihe Lae: 30 | We eee 
Year... Bee 78 TVs SC ae SET: By 8 | oe ay 


| 
| 
| 
| 


64 


APPENDIX TABLE III 


GOVERNMENT OF CANADA FINANCIAL ACCOUNTS 
(millions of dollars) 


Calendar Calendar Calendar 
1964 1965 1966 





PEO UAIN UM ANCG 20.208 poe tinh tadinre a con aa eons —153 + 70 —428 


Adjustments from budgetary to National Accounts basis: 
(plus sign indicates items added to budgetary revenue 
or deducted from expenditure, minus sign the reverse) 


Government employer-employee pension fund contributions 
(excluding CPP) and interest earnings, less pension 


CVT SU OS a a A Rn eee GAC an a +310 +339 +355 

Unemployment insurance and old age security fund 
receipts, less disbursements.......................... — 37 +243 +277 
ermorner aciustments (NEL). oe. ls es ve kv ons waa a +176 — 84 — 64 
Barro nalenccounts Dalanc; .o.02e., 0056. cheese dees. +296 +568 +140 
Canada Pension Plan contributions........................ - = +528 
Refundable tax on corporate cash profits................... - ~ +134 
IDLE | (a ssn Galea A role OC ae Nobo a ee iT ete TTY +296 +568 +802 


Changes in Financial Assets and Liabilities 
Sources of funds (—), Uses of funds (+) 


1. Increase in major loans and advances. .............. +368 +642 +1,060 
2. CPP Investment Fund acquisition of provincial 
oe Tos SEEN, (AO a ~ ~ +462 


3. Increase (+) or decrease (—) in Exchange Fund 
Account holdings of gold and foreign exchange, 


other than accruals of earnings .................. — 13 + 19 — 696 
Increase in Canada’s subscription to the IMF.......... - - +205 
Increase (—) or decrease (-+-) in notes payable to 

international organizations® ................00.. +266 +119 — 106 
Decrease (+) in Government of Canada U.S. dollar 

securities outside Government accounts............ + 7 + § +163 
mercnases ORIBRDIDONGS... 0.5 once cee tes cwse canes ~ = + 25 
Investment of Columbia River funds in U.S. dollar 

BRCIITINCS Ie shen kaien Red A GU etme, ee ten +220 — 32 — 32 

Sub-total of items included under heading 3...... +480 +111 — 44] 
4. Increase (—) in Government of Canada Canadian dollar 
securities“ outside Government accounts.......... —210 — 166 — 301 
9. Increase (+) in Canadian dollar cash balances“ ...... — 196 +147 + 50 
6. Net change in other assets and liabilities............... — 146 — 166 — 28 
GLE RAS FADOVON. Sapte, AP MON ald horns +296 +568 +802 


(1) For details see table on page 52. 

(2) Exchange Fund Account holdings of foreign exchange are reduced by (and Canadian dollar cash balances are increased by) $157 
million arising from the purchase of foreign exchange from the Exchange Fund Account by the Bank of Canada ona swap basis 
in connection with its management of chartered bank cash reserves. : 

(3) Po arterest bearing Canadian dollar demand notes held by the International Monetary Fund and the International Development 

ssociation. 

(4) As on Bank of Canada books. Accounting differences between these and the Public Accounts are reflected in the item “net change 
in other assets and liabilities”. 

(5) Canadian dollar cash balances include $134 million of refundable tax on corporate cash profits. ; 

Source:“‘Canada Gazette’, “Monthly Statement of the Government’s Financial Operations’. Adjustments to National Accounts basis 

for 1966 are Bank of Canada estimates. 
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BANK OF CANADA STATEMENT OF INCOME AND EXPENSES 


(thousands of dollars) 


Income 


On investments 


Operating Expenses 


Salaries 
Contributions to pension and insurance funds 
Other staff expenses 
Directors’ fees 
Auditors’ fees and expenses 
Taxes (inc. municipal and business) 
RCMP guards and electric protection 
Insurance 
Bank notes — production and shipment 
Premises and equipment (net) 
Stationery and printing 
Publications‘ 
Postage and express 
Telephones and telegrams 
Travel and transfer expense 
Interest paid on unclaimed balances 


All other expenses 


Total operating expenses 
Depreciation on Buildings and Equipment 


Net Income Paid to Receiver General of Canada 


(1) The number of staff averaged 963 in 1966 and 912 in 1965. 


(2) Includes overtime pay, medical services and cafeteria expense. 


(3) Printing of “Statistical Summary” and “Annual Report’. 


Rage) “ar (lis) So \eim ol al AL 7a) spl Toe (ele iw ha) cece, Te, (opal abe he ub bien WA sue kmabe celtic te 


puma etre) e.T6-h si) a (ate: eu wy eel eiKe. 4! ole kot ie eels, ‘ee lfe" la) (em ce] ia (el i 9; bore) 4) (6) oh 6s vol 


SHS MON eu Coles cel A (pt Lemiouiel is: jai ia) {91 ess" ps fe: 18) ie. 6i'es (4) <6) es; “a! ni nile: “ee 


a) (©, (6 "6, (Owl p) (6| 0) fe) (@) 6. .@ 16) [p. .6) 9) 1s) 6) 9) Se. @ -ol we (@) a) 616, @ 0s swe) 6 a) 6 6: 


Ooo Goel @llie, (ml em, igo, fe) Ter c®! (0, et Jee) 60m cenle! @. 6! Je: ai 6) (ele: 


SM et SONS La; {@\10s SOS) (66, (e 16) 16/4) (w]e Kew) Wire (6) ‘pi (e:%e) 6,16) 9) seo e-81b: 8) (o\6: (0) 01e! lepie, «Js. fa 


Scn@iw| ‘el @! raver Ws 16, 6) (6: ker fe Pi6! 1) give) (we! tele) We!) a: ‘a. -a; el 8) 


ane eos e |, Mea CTOs Ke us! eile’ is) ei a) tele b ure Wehiel els) ve) 6: ip, 56:1 1b; (esha) ete. ww cac es, ip 


Spr @ ABO” Sil eki eet .o4 dove) ie) Pere we ias Ke te) ee “6-10. wi Ne, te Hake teeta ens 


SB Asie) Ve ke) .6:nst's) ls /iwy(s} Un) (paw Jel teh, vier ee) erie) ei kajts: <i\e. Yo! 6 


#c2\ia)ia; ‘Sine: tae tenis) ov, 9] ‘els! «| a6) fe.08, B) ay. era 


Be ceiie RRs mikes ere (Re Xa) Wohco) 6.1! ve "eis (mi Ie Te! fe! 6 (6 (eo cel etie. @.1e w/e, eae “es 


210) 8.6) @ AS ie) im) \@) <6) 8. (8 wo) a 16" '@) 4) 610, wi ae (6.0) a8 'o) ole, 


1966 


$163,894 
996 





$164,490 








$ 4,889 


266 


1,116 


4,273 








1965 


$154,806 
iva 





$155,527 





$ 4,435 


1,036 


3,893 


168 


as be gaye} 
668 
143,106 





$155,527 
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ASSETS 
1966 1965 
Foreign exchange ——— tees 
Pounds sterling andU:S.A,.doulars......0. tx dicc ak heen $ 54,906,483 $ 28,021,133 
CON CUTTEICIES hoon ons re eo a Aen boa eon errr eee 243,844 242,669 
55,150,327 28,263,802 
Cheques on other banks. |)... ee 153,208,125 158,100,628 
Accrued interest on investments..........................- 43,222,855 40,135,130 
imvestments — at amortized values 
PO asHEVE DIS HOLs Canad ans anna satan ocs.. Mnrog aia tual panies 409,110,486 608,101,218 
Other securities issued or guaranteed 
by Canada maturing within two years................... 737,780,442 477,714,658 
Other securities issued or guaranteed 
by Canada not maturing within two years............... 2,272,400,838 2,330,806, 758 
Debentures issued by Industrial 
Development Bank’—— Note .....23 4s Soest kae is ga ee 239,776,843 200,677,869 
Other securities —-U;S:A.. Government. .... ..<s0cesesass 171,738,732 13,989,362 
3,830,807,341 3,631,289,865 
industrial Development Bank 
Total issued share capital at cost — Note.................. 42,000,000 39,000,000 
Bank premises | 
Land, buildings and equipment 
Cost less accumulated depreciation...................... 16,541,828 16,296,634 
Net balance of Government of Canada 
collections and payments in process of settlement... sisi. 64,663,751 41,532,683 
BAUSAOR, MOSCES fk Me ae ees Alc ee Nis aateda ota Pa on ae 1,201,760 1,148,857 


$4,206,795,987  $3,955,767,599 


Note: The audited financial statements of the Industrial Development Bank as at September 30, 1566 were issued to the public on 
December 9, 1966. 


L. RASMINSKY, Governor A. J. NORTON, Chief Accountant 
Ottawa, January 26, 1967 


ASSETS AND LIABILITIES 


ee 


AS AT DECEMBER 31, 1966 
(with comparative figures as at December 31, 1965) 


LIABILITIES 





1966 1965 
erenn, DORA OB Li aid 1 ChE. 2 oats $ 9,000,000 $ 5,000,000 
EIT SU nee Bee ee et 25,000,000 25,000,000 


er ee ef Pe ee ee 2,/33,633,656 2,535,650,110 
~ 37 
Deposits 


| Sevsmment Ol Canadair svn ced Vr e ee ae 34,060,265 116,230,181 


| TELLS STOLE CT CRI ORIRD TE GS aay ae ee ae ee ge P211 257,971 1,034,239, 537 
CESS aR Oo A Oe 29,727,708 34,539,477 


1,175,045,944 1,185,009,195 


Liabilities payable in pounds sterling and U.S.A. dollars 
To Government of Canada 


eset conten Ranma; fy. Faeee 31,464,061 24,027,229 
TES GRE SUR rine ree) SCO a een meen 5,460,415 6,739,614 

















36,924,476 30,766,843 


Bank of Canada cheques outstanding, «tsi 229,491,229 172,387,782 


EES Sain 2 TRG SELES TO NOOR Cer et RTs Ue, A8l te, ee Oeg 28 (te) tee] (et tal ibe sale! RMS Tei Ugieas alum feta 


Other liabilities 1,700,682 1,953,669 


$4,206,795,987  $3,955,767,599 


Auditors’ Report ¢ We have examined the statement of assets and liabilities of the Bank of Canada as at December 31, 1966. 
Our examination included a general review of the accounting procedures and such tests of accounting records and other supporting 
| evidence as we considered necessary in the circumstances. In our opinion, the accompanying statement of assets and liabilities 
Presents fairly the financial position of the Bank as at December 31, 1966. 


| T. A. M. HUTCHISON, F.C.A. H. MARCEL CARON, C.A. 
___ Of Peat, Marwick, Mitchell & Co. of Clarkson, Gordon & Cie. 


Board of Directors 


L. RASMINSKY, C.B.E. 


J. R. BEATTIE 


A. I. BARROW, C.A., R.LA. 
A. J. E. CHILD 

S. E. GREEN 

S. KANEE 

P. H. LAVoIE 

A. J. MACINTOSH, Q.C. 


W. A. MACKINTOSH 


14° PATRICK, C.B.E, 
i J) IKYAN;.0.C. 
Wie tN YAN,.0,C. 
J. TASCHEREAU 


A. WALTON 


OTTAWA 
Governor 
Member of the Executive Committee 


OTTAWA 

Deputy Governor 

Member of the Executive Committee 
HALIFAX, N.S. 

CALGARY, ALTA. 
CHARLOTTETOWN, P.E.I. 

WINNIPEG, MAN. 

MONTREAL, QUE. 


TORONTO, ONT. 


KINGSTON, ONT. 
Member of the Executive Committee 


CALGARY, ALTA. 
ST. JOHN’S, NFLD. 
FREDERICTON, N.B. 
QUEBEC, QUE. 


VANCOUVER, B.C. 


EX-OFFICIO 


R. B. BRYCE 


OTTAWA 
Deputy Minister of Finance 
Member of the Executive Committee 











Officers 
@ 


L. RASMINSKY, C.B.E., Governor 
J. R. BEATTIE, Deputy Governor 

R. B. McKIBBIN, Deputy Governor L. HEBERT, Deputy Governor 
R. W. Lawson, Deputy Governor 

Wo. C. Hoop, Adviser G. K. Bougy, Adviser 
B. J. DRABBLE, Associate Adviser 

L. F. Munpy, Secretary 

E. METCALFE, Auditor R. F. Hiscu, Assistant Auditor 

A. J. Norton, Chief Accountant 


SECRETARY’S DEPARTMENT 


L. F. Munpy, Secretary 
P. D. SMITH, Deputy Secretary G. H. RIcHARDSON, Deputy Secretary 
G. HAMILTON, Deputy Secretary A. J. BAWDEN, Deputy Secretary 
R. F. ARCHAMBAULT, Assistant Secretary 
S. V. SUGGETT, Special Assistant 
E. L. JoHNsON, Personnel Officer Miss M. K. ROWLAND, Personnel Officer 
E. B. HopcE, Superintendent of Premises 
Currency Division: H. F. BUTLER, Chief 
T. D. MacKay, Deputy Chief 
Public Debt Division: H. W. THOMPSON, Chief 
A. ROUSSEAU, Assistant Chief 


RESEARCH DEPARTMENT 


G. E. FREEMAN, Chief 
R. JOHNSTONE, Deputy Chief 


G. S. WaTTs, Research Adviser *S. J. HANDFIELD-JONES, Assistant Chief 
W. A. McKay, Assistant Chief G. R. Post, Assistant Chief 
Miss E. M. WHYTE, Assistant Chief J. N. R. WILSON, Assistant Chief 
D. B. BAIN, Administrative Assistant T. I. Norton, Special Assistant 
A. C. LAMB, Research Officer I. A. STEWART, Research Officer 
L. E. Barciay, Industrial Research Assistant C. E. STRIKE, Graphics Officer 


Miss H. CosTEL_o, Librarian 


SECURITIES DEPARTMENT 
J. B. MACFARLANE, Chief 


D. J. R. HumMpuHrReEys, Deputy Chief A. CxLarK, Deputy Chief 
J. R. FERGUSON, Securities Adviser J. M. ANDREWS, Assistant Chief 
D. G. M. BENNETT, Securities Officer J. A. J. Bussteres, Securities Officer 
J. E. J. CLEMENT, Securities Officer D. M. CockFIELD, Securities Officer 
F. FAurE, Securities Officer R. C. Pace, Securities Officer 
J. T. BAxTER, Toronto Representative T. G. BoLanpD, Montreal Representative 
A. W. NoBLE, Associate Toronto Representative 
FOREIGN EXCHANGE DEPARTMENT 
A. M. JUBINVILLE, Chief 
P. Watt, Deputy Chief A. C. Lorp, Assistant Chief 


* On leave of absence as an Executive Director of the International Monetary Fund. 


Agencies 


HALIFAX G.R. BONNER, Agent 


SAINT JOHN, N.B._ L.G. Rowe, Agent 


MONTREAL J. E. R. ROCHEFORT, Agent 
R. MARCOTTE, Assistant Agent 


OTTAWA J. K. FERGUSON, Agent 


TORONTO R. J. LILLIE, Agent 
D. D. Norwicu, Assistant Agent 
J. C. FRASER, Assistant Agent 


WINNIPEG E. T. W. DAVIEs, Agent 


REGINA J. F. SMITH, Agent 


CALGARY W.H. PYATT, Agent 


VANCOUVER’ J.C. NESBITT, Agent 





ieee i iat ica ll > - 





oa 
ae 
a 
" 
i 
. Se 
= rs : 
- 7 
> * 
ceed i ~ 
= 
' 
‘ * 
% 
‘ = 
a S 
* 
* 
* 
- ‘ 





; , | iauvernment 
A | | Publication’ 





BANK OF CANADA — 





{3 
PY. 4 

: 
j 


ANNUAL REPORT OF 
- THE GOVERNOR TO THE 
MINISTER OF FINANCE 


AND STATEMENT OF ACCOUNTS 


FOR THE YEAR 1967 


ass 


mee A, Bhs a ; s 
ges She bs 


ES ay 


~— 7 : ks a J 
Poe we eae! Srape id 
ar os re ‘ : + 5 , 
4 y = . D ‘ 


oe 
Er tgetgt T Pee 


ee 


caret 
i: 


> 





BANK OF CANADA @ccws 


February 29th, 1968. 


The Hon. Mitchell Sharp, P.C., 
Minister of Finance, 

Ottawa, Ontario. 

Dear Sir, 

In accordance with the provisions 
of the Bank of Canada Act I am transmitting 
herewith my report for the year 1967 and 
a statement of the Bank's accounts for this 
period which is signed and certified in the 


manner prescribed in the by-laws of the Bank. 


Yours very truly, 


a pve nao 


Governor 
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Some Highlights of the Year 


In the period since the publication of my last Report, Canada’s economic 
and financial situation has been characterized by a number of cross-currents 
which have confronted the central bank with some unusually difficult problems. 


Domestically, the slackening pace of economic expansion, which would 
normally call for policies to stimulate demand, has gone hand in hand with a 
continued upward push of costs and prices. The levelling out of private invest- 
ment, which would ordinarily be expected to ease upward pressures on interest 
rates, has been accompanied by extremely high interest rates—and for most of 
1967 these rates would have been higher still if the central bank had not per- 
mitted an unusually large expansion of the banking system to take place in 
order to accommodate part of the special demands for credit and liquidity that 
were pushing interest rates up. 


Outside the country, the world currency situation became strained towards 
the end of the year when sterling was devalued. Subsequently there were sub- 
stantial losses of gold by the United States and the countries of the gold pool. 
At the beginning of 1968 the United States announced a fresh balance of 
payments programme designed to improve its payments position by $3,000 
inillion in the course of the year. Against the background of unease in inter- 
national financial markets, this programme triggered off some abnormal selling 
of Canadian dollars in the exchange market in the second half of January. The | 
Bank of Canada raised its Bank Rate—which had already been increased from | 
5 to 6 per cent at the time of the devaluation of sterling—to 7 per cent on_ 
January 22, and market rates of interest have risen substantially. 


These unusual developments—and the structural changes in the financial 
system resulting from the revision of the Bank Act, to which I refer later—have 
been the main pre-occupations of the central bank in the past year. The 
policies followed reflect the relative importance attached to the frequently con- 
flicting considerations we have had to weigh. The main developments in the 
international economic environment and in domestic financial and economic 
conditions are described in the later sections of this Report, as are the monetary 
Operations of the Bank. I wish here to make some general comments on what 
seem to me to be the highlights of the year. 


* * x 


I start with the economic situation. Since the middle of 1966 the economy 
has been going through a period of adjustment following the very rapid expan- 
sion that began in 1961. Real output (excluding variations in farm crops) has 
been increasing at a rate of about 3 per cent per annum during this period of 
adjustment. This is about half the rate of the preceding 5 years and it is well 
below our potential for growth. But once the effective slack in the economy had 
been taken up, the 6 per cent growth rate was clearly unsustainable and it became 
obvious that the excessive pressure of demand on our resources was giving rise 
to serious strains in the economy. There is reason for some satisfaction that 
the adjustment from the unsustainable rate of expansion has taken place without 
causing a down-turn. The economy has continued to expand, though at a more 
moderate rate. 


It is, however, disappointing that the reduced pressure of demand and the ~ 


emergence of some slack in the economy is not yet reflected in a more satis- 
factory performance of costs and prices. The broadest statistical measure of 
prices, the GNP price deflator, continued to rise in 1967 at close to the same 
rate as in 1966, about 4% per cent, while the Consumer Price Index also con- 


tinued to go up rapidly. It is true, of course, that in any period of very strong | i 


demand such as we experienced in late 1965 and early 1966, some increases in 
costs get built into the system and that it takes time for them to work their way 
through. There is therefore bound to be a lapse of time before the moderation, 
in the pressure of demand in the economy is reflected in a slowing of price 
increases. As this is written, there are a few hopeful—but as yet inconclusive— 
signs that this may at last be beginning to happen. No doubt the fact that the 
economic adjustment has been modest, and that output and employment levels 
have on the whole been well sustained, has delayed the price and cost response. 
Nevertheless it has to be recorded that the recent behaviour of costs, and in 
particular the very high rates of increase in wages and salaries, has been a major 
factor in the failure to achieve a better price performance. The delay in 
returning to reasonable stability in prices and costs inevitably impedes a return 
to a more vigorous rate of expansion of the economy on a non-inflationary basis. 


In thinking of our recent cost and price performance it is important to 
maintain a sense of perspective. It is true that the recent performance has been 
distinctly unsatisfactory. Our productivity gains have been inadequate. We 
have been paying ourselves increases in incomes which have gone well beyond 
the amounts that we have really earned through increased output, and con- 
sequently prices—despite some erosion of profit margins—were bound to rise. 
This is a self-destructive process, and in my judgment public and private policies 
should be directed to ensuring that the process is brought to an end. At the 
same time, we should not lose sight of the fact that over the period of the 
economic expansion as a whole our cost and price performance compares 
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favourably with that of most other industrial countries. This is illustrated in 
the two graphs below. One of these, which is based on the February 1968 
Report of the Council of Economic Advisers of the United States, compares the 
average annual percentage change between 1961 and 1966 in labour costs per 
unit of output in manufacturing in seven principal industrial countries. It 
shows that over this period as a whole the United States was the only country 
whose record was better than that of Canada. The second graph, which com- 
pares the quarterly movements of labour costs per unit of manufacturing output 
in Canada and the United States since 1963, suggests that since the beginning of 
1966 unit labour costs in manufacturing in the United States have risen almost 
as rapidly as in Canada. 
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I hope it will not be thought that in providing this perspective I am now 
taking a sanguine view of recent cost increases in Canada. Far from it. The 
upward slope of the Canadian cost curve is disturbing for many reasons; and 
even though the recent slope of the American curve is almost the same as ours, 
it is not good enough, having regard to our international position and particu- 
larly the large volume of our trade and other transactions with the United States, 
for us to do as well (or as badly) as the United States: we must seek to do 
better. I therefore continue to regard it as a matter of the greatest importance 
for Canada to taper off the increase in costs and prices and bring it to an end. 
I continue to hope that exclusive reliance will not be placed on monetary and 
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fiscal policy to achieve this result, since without the support of other types of 
policy action its achievement might well require acceptance of an unnecessary 
amount of under-employment of productive resources. I hope that the’ public 
authorities will take the lead in seeking to influence the various groups in the 
economy who wield market power to relate their demands for increases in money 
incomes more realistically to increases in their real output than has been the 
case during the past couple of years. 


* %* * 


I turn now to monetary policy and the financial system. As is always the 
case, monetary policy in 1967 had to take account of external as well as 
domestic considerations. Some of the domestic considerations closely paralleled 
similar considerations in.the United States, but some were particular to Canada. 
In the closing months of 1967 and the first months of 1968 external considera- |. 
tions played a decisive role in the policies followed by the Bank. 


As 1967 opened,/ interest rates were trending down and they continued to 
do so for the first few months of the year. Credit conditions had become very 
tight in 1966, and with the evidence of a slackening in the pace of economic | 
activity I welcomed the opportunity to help bring about some easing of credit | 
conditions, which was also appropriate to our international position. The Bank 
Rate was reduced from 5% to 5 per cent on January 30 and, in the light of the 
continued reduction in market rates of interest which occurred in the interval, it 
was again reduced, to 414 per cent, on April 7. 


The cross-currents in financial markets which led to the unusual combina- 
tion of rising interest rates and abnormally high rates of monetary expansion in 
both Canada and the United States came to the surface early in the spring. 
There were a number of distinct but inter-related factors at work. One was 
the emergence of fairly widespread’expectations that the economic adjustment 
through which North America was passing would be of short duration, and 
that the slower pace of current economic activity would give way to strong 
expansion later in the year, particularly in the United States. If this occurred, 
it would involve increased demands for credit to finance the expansion; and 
businessmen—no doubt recalling the great reliance that had been placed on 
monetary policy in 1966 to moderate demand pressures—were inclined to 
rebuild the liquidity they expected to need in the future by borrowing im- 
mediately. This strong desire for liquidity, also shared by some financial institu- 
tions which had permitted their own liquidity to run down in 1966, naturally 
put upward pressure on interest rates. Another factor operating in the same 
direction was some/expectation, which seems to have influenced investors 
and borrowers alike, that prices in North America would continue to rise. 
further element in the-situation was the greatly increased demand for funds on 
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the part of governments. As indicated in a later section of this Report, the 
Government of Canada’s financing requirements increased from about $100 
million in 1966 to $1,200 million in 1967 while provincial and municipal 
requirements (apart from the large and increasing amounts covered by the 
Canada and Quebec Pension Plans) rose from $1,600 million in 1966 to about 
$1,900 million in 1967. 


The basic problem for monetary policy in 1967 was to decide how far to’ 
permit the very ae, demands for funds in capital and credit markets resulting: 
Government cash spantaqoutantes to exert upward pressure | on 1 interest rates and, 
how far to accommodate the demand by permitting increased monetary expan-_ 
sion. In the event, we experienced a mixture of the two—rising interest rates 
and considerable monetary expansion—until the closing months of the year 
when there was a marked slowing down in the rate of monetary growth. 


There was ai distinct improvement in one of the elements of the situation 
at the end of November when the Government of Canada announced that as a 
contribution towards financial stability it intended to reduce its cash require- 
ments by more than 50 per cent during the next fiscal year. The measures 
proposed provided for a slowing down in the growth of expenditures (both 
budgetary and non-budgetary) and an increase in revenues. 


The central bank’s problem in deciding how much monetary expansion to 
permit in order to restrain the rise in interest rates was complicated by the 
structural changes which were occurring in the banking system as a result of the 
Bank Act revision which went into effect in May 1967. The general effect of 
this revision was to make the financial system more competitive by softening or 
removing most of the special restrictions under which the banks had been 
working. The banks naturally took advantage of these changes to compete 
more aggressively for an enlarged share of the total financial business of the 
community. Indeed, for a period in the autumn their competition for large 
blocks of short-term corporate funds was so aggressive that it appeared to be 
uneconomic, and I felt that it threatened to introduce some instability and dis- 
tortions into the financial system. I informed the banks of my views and was 
gratified that a more normal relationship of rates came about soon thereafter. 


The structural changes in the financial system meant that part of the ap- 
- parent t monetary ex expansion represented the capture by the banks of a larger 
share of the growth in deposits.. Some part of the large increase of 14 per cent 
in total holdings of currency and bank deposits in 1967 (16 per cent if Govern- 
ment deposits are excluded) was due to these structural changes, and conse- 
quently the increase in the liquidity of the public which these figures suggest is 


exaggerated. It makes no difference to the spending behaviour of the holder 
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whether a given type of liquid claim is held with a chartered bank (and hence 
forms part of the money supply as traditionally defined in Canada) or with some 
other financial institution (and does not). On the basis of the definition of 
money supply commonly used in the United States, which includes, along with 
currency, only demand deposits at commercial banks and not savings or time 
deposits, the increase in Canada in 1967 was 8 per cent (about the same as in 
1966) as compared with 614 per cent in the United States. 


When all is said and done, however, it remains the case that the central 
bank allowed a relatively rapid rate of monetary expansion to occur until the 
closing months of 1967. The alternative was to permit the market pressures 
to exert an even stronger and earlier impact on interest rates. Having regard | 
to both domestic considerations and the need at the time to avoid excessive | 
capital inflows, it was my judgment that this would not have been desirable. — 


* x * 


Since November, the situation in Canada, and indeed throughout the world, 
has been affected by the devaluation of sterling and its consequences. The 
over-all reaction to the devaluation of sterling was orderly and restrained; 
only a few countries followed Britain with devaluations of their own currencies. 
However, there was some weakening of confidence in the stability of the world 
structure of exchange rates which set off some speculative activity against other 
currencies and large-scale buying of gold. The United States made clear its 
firm intention of maintaining the $35 price per ounce of gold and, with sub- 
stantial help from the gold pool countries, met the private demand for gold. 
Canada sold the United States $100 million of gold in December and at the same 
time, as a further measure of international co-operation, the Bank of Canada 
requested Canadian banks and other financial intermediaries to refrain from 
extending credit on gold or on other security for the purchase of gold. The 
Bank also requested Canadian financial intermediaries not to facilitate forward 
purchases of gold. 


The publication on January 1, 1968 of the new United States balance of 
payments programme, which is described in detail in the next section of this 
Report, was followed later that month by pressure on the Canadian dollar in the 
exchange market. This was reflected in a loss in January of about $350 million | 
in reserves, of which $250 million was offset by the Bank of Canada drawing 
on its $750 million swap line with the Federal Reserve System. On January 2 
a statement was issued by the United States Treasury making it clear that the 
new United States programme was not intended to produce abnormal transfers 
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of funds from Canada to the United States by Canadian subsidiaries of American. 


companies and that the programme left room for large flows of capital to 
Canada. For its part, the Bank of Canada requested the banks, and the banks 
agreed, to discourage the use of bank credit by subsidiaries to facilitate abnormal 
transfers of funds abroad or to replace funds normally obtained in the past from 


parent companies. The Bank Rate was increased to 7 per cent, and since that | + 


time monetary policy has been primarily directed to stabilizing the situation, 
in the exchange market. This has involved a considerable increase in the level ; 


of market interest rates and a widening of the spread between rates in Canada 
and the United States which should encourage new borrowing by Canadians in 
the United States and the repatriation of short-term assets held abroad. 


There was some additional decline in reserves in February and towards the 
end of the month the Government strengthened the official reserves of gold and 
United States dollars by drawing $426 million from the International Monetary 
Fund; this represents the amount of credit that Canada has in the past extended 
to other countries through the Fund plus an amount equivalent to Canada’s 
gold subscription to the Fund. 


It may be worth recalling—as a reminder of the speed with which opinions 
in these matters can change—that it is only a few months since there was a good 
deal of concern about our balance of payments position being too strong | 


because our exchange reserves had temporarily risen above the target level in j 


the reserve agreement with the United States. For my part, I have long felt 
that our over-all economic position would be better if we were not so dependent 
on capital imports, particularly when the country from which we must import 
most of the capital has a payments problem itself. We appear to have been 
making some progress in reducing our current account deficit. Last year there 
was an extraordinarily large reduction—from $1,140 million in 1966 to $425 
million. While the improvement in 1967 was in considerable degree due to 
a special temporary factor (the unusually high level of tourist receipts associated 
with Expo), a longer-term perspective also suggests that the underlying position 
has improved. If one regards the 1965-66 level as giving a better indication 
of the underlying position, our current account deficit is now equivalent to 
about 2 per cent of our GNP compared to about 412 per cent in the mid-fifties, 
the last time we had as high a level of resource use in the economy. 


It is true that our current account deficit is still large and that it must be 
covered by capital inflows. While there has recently been a small but welcome 
development of Canadian borrowing in Europe we must primarly look to the 
United States for the capital required to offset our current account deficit. The 


11 


United States has a large over-all payments surplus with Canada, and it is to 
be noted that the special trade and payments relationships between the two 
countries have been taken into account to a considerable extent in framing the 
detailed balance of payments measures which have been announced by the 
United States. It is not possible to calculate the impact of these measures on 
United States direct investment in Canada, partly because Canada is grouped 
with a number of other countries, but scope for a continued substantial inflow 
of this sort of capital remains. Canada continues to have unrestricted acces 
to the new issue market, with a complete exemption from the guidelines on | 
longer-term foreign investment by financial institutions and from the Interest 
Equalization Tax. Canada may actually stand to gain from the proposed 
United States restrictions on foreign travel which are aimed at countries outside 
the Western Hemisphere. 


Canada is not uncompetitive in world markets. On the contrary, our 
merchandise trade surplus has been rising. Where there is legitimate cause for 
concern is in the prospective trend of costs and prices if we do not strive for 
better performance. As I have pointed out, the cost increases are of fairly 
recent origin, and costs elsewhere have also gone up; it is by no means im- 
possible for us to protect our competitive position, and even improve it, par- 
ticularly in a world where other countries are confronted with similar problems 
of inflation. But we should not rely on the difficulties of others to help us. 
We have to maintain the strong underlying position of the Canadian economy 
through our own efforts. 


The devaluation of sterling and the balance of payments programme of 
the United States involve substantial problems of adjustment for the rest of the 
world. All countries have a great interest in the strength and stability of the 
United States dollar and must therefore welcome the determination of the United 
States Government to reduce the deficit in its balance of international payments. 
By and large, the counterpart of the reduction which is required in the United 
States and the British deficits must be a reduction in the international surplus 
positions of those countries that do in fact have balance of payments surpluses 
and strong reserves. In the main these are the countries of the European 
Economic Community. The United States sought to recognize this in the 
formulation of its programme. The Common Market countries appear, for 
their part, to have accepted the view that it is their responsibility in present 
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circumstances to facilitate a major reduction in their external surpluses and to 
follow internal policies that are sufficiently expansionary. 

A risk that must be avoided in the widespread adjustment of international 
payments positions is that of throwing countries with weaker balances of pay- 
ments positions into unmanageable deficits; if this happens the necessary efforts 
of these countries to protect themselves would only add to the general problem. 

It cannot be taken for granted that an adjustment in world trade and capital 
flows of the magnitude now being attempted by the two reserve currency coun- 
tries can be brought about without difficulty. The greatest care must be taken 
by all governments not to act in a way that jeopardizes the gains that all countries 
have obtained over the past decades from the liberalization of international trade, 
or to take steps that invite retaliation. The present system of trade and pay- 
ments has served the world well, and it is in the interests of all that it should 
be maintained. 

As the world moves towards a better balance of payments equilibrium and 
as the payments deficit of the United States is reduced, the problem of providing 
for the future world requirements of international liquidity will arise in a prac- 
tical form. This contingency has been foreseen and preparations for it have 
been made. After several years of study and negotiation, agreement was 
reached at the Annual Meeting of the International Monetary Fund in Rio 
de Janeiro last September on the broad outline of a plan to create through the 
Fund a new international reserve asset to supplement gold and the reserve 
currencies, to be known as a Special Drawing Right. 

Some of the precise details of the Plan still have to be worked out, but 
this should not be too difficult now that the major and very important decision 
has been taken to establish machinery for the deliberate creation of international 
reserves. In my judgment it is now appropriate to proceed with despatch to 
put the machinery into place and to activate it. This will inevitably take time, 
but so long as progress towards the creation of the new reserve asset is well 
maintained, the world will not need to fear a shortage of international liquidity. 
If necessary, existing techniques of liquidity creation can be extended, including 
special use of the International Monetary Fund and a further development of 
central bank co-operation. More important, so long as progress is being made 


countries will act with greater confidence in their trade and payments policies. 


| 
| 


Progress in improving the international monetary machinery must, of course, be 
paralleled by continued efforts by all countries, both individually and in con- 


_Sultation, to follow domestic policies which encourage the achievement and 
Maintenance of equilibrium in their international payments positions. 


mA * He 





In concluding this section of my Report, I wish to record that the Bank 
of Canada had the pleasure, in May 1967, of acting as host at the Fourth 
Annual Meeting of the Governors of the Central Banks of the Western 
Hemisphere. This meeting took place at Mont Gabriel, Quebec, and brought 
together the Governors of the central banks of 25 countries, including the 
countries of Latin America and the Caribbean, as well as the Chairman of the 
Board of Governors of the Federal Reserve System and the President of the 
Federal Reserve Bank of New York, and other senior officers of the central 
banks. The discussions, which extended over several days, were interesting 
and fruitful and resulted in a further strengthening of the ties of friendship 
between Canada and the countries of this Hemisphere. 
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The External Economic Environment 


Canada’s external economic environment was somewhat less favourable in 
1967 than it had been for several years. In the first half of the year world 
output and trade continued to be adversely affected by the adjustments taking 
place in the United States, Britain and Germany: the simultaneous slowdown of 
activity in three such important trading countries inevitably had a significant 
impact on output elsewhere. The easing in the pressure on resources was 
accompanied by some improvement in the performance of prices and costs in 
many European countries. After mid-year the economies of the United States 
and Germany returned to normal rates of growth and a general quickening in 
the tempo of activity in the industrial countries took place. However, there 
was an intensification of the balance of payments problems confronting the two 
reserve currency countries, which culminated in the devaluation of sterling and 
related measures in November and the announcement by the United States at 
the beginning of 1968 of a new programme of more stringent balance of pay- 
ments measures. The effort by the two reserve currency countries to achieve 
major improvements in their payments positions will exert an important influence 
on world trade and payments in 1968. 


OUTPUT, EMPLOYMENT AND PRICES. ‘Total output for the OECD coun- 
tries as a group (as shown in the chart on page 16), which account for the bulk 
of Canada’s trade, is estimated to have risen at an annual rate of 2 per cent in 
the first half of the year and 4 per cent in the second half of the year. Public 
expenditures have continued to provide an expansionary stimulus in virtually all 
of these countries and the fluctuations in output were mainly due to changes in 
private demand and exports. The easing in private domestic demand in the 
United States, Britain and particularly in Germany had an adverse effect on the 
exports of most other industrial countries. 


In the United States the increase in Gross National Product in real terms 
slowed down to an annual rate of about 114 per cent in the first half of 1967, but 
accelerated again to a rate of 4 per cent in the second half of the year. For the 
year as a whole the growth in real GNP was 2% per cent, which compares with 
an increase of almost 6 per cent in 1966. In part because of monetary and 
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fiscal measures designed to dampen 
the expansion of over-all demand, 
private expenditures, exclusive of in- 
ventory change, had moderated in the 
latter part of 1966. However, this 
had been accompanied by an extra- 
ordinarily large build-up of inven- 
tories and the subsequent inventory 
adjustment was the principal retard- 
ing force in the early part of the year; 
this inventory adjustment was equiva- 
lent to more than 2 per cent of GNP 
between the fourth quarter of 1966 
and the second quarter of 1967. 
There was some acceleration in final 
demand during this period resulting 
from the stimulus provided by rising 
Federal expenditures, particularly 
military outlays, and an expansionary 
monetary policy. In the private sec- 
tor there was a pronounced recovery 
in residential construction, which had 
been drastically reduced during the 
credit squeeze in 1966. In the second 
half of the year, housing expenditures 
continued to rise strongly and there 
was also a pick-up in business fixed 
investment and a return to fairly high 
rates of inventory accumulation. 
Consumer expenditure advanced 
throughout the year, though less 
strongly than income; the rate of per- 
sonal saving was higher than it had 
been in more than ten years. For 
1968 the official United States fore- 
cast calls for a faster rate of growth 


than in 1967; assuming passage of the tax measures referred to later, GNP in 
real terms is expected to increase by a little more than 4 per cent—about in line 


with the long-term potential. 


Economic developments in the British economy over the past few years 
have been dominated by the persistent balance of payments disequilibrium and 
the measures taken to deal with it. ‘ Total output remained virtually unchanged 


16 


through the first half of 1967 although there have been indications of some in- 
crease more recently. In Germany, where measures to contain inflationary 
pressure had been taken late in 1965 and early in 1966, domestic demand fell 
sharply from mid-1966 to mid-1967. Monetary policy eased substantially 
beginning late in 1966 and the German Government introduced two programmes 
of fiscal stimulus in the course of 1967. By year-end there were clear indica- 
tions of accelerating economic growth. The growth in real output in most 
other European countries was somewhat slower in 1967 than in the previous 
year, reflecting principally the situations in the important German and British 
markets. In France the rate of economic expansion has tended to fall short of 
the official target; a margin of unused capacity has emerged, and in January 1968 
the French authorities announced measures to stimulate the economy. 

Italy remained in a balanced phase of expansion through the year, partly 
as a result of the success of the earlier stabilization programme and a revival of 
private investment. This was also broadly true in Japan but towards year-end 
the growing current account deficit led to the introduction of measures of 
restraint, including a more restrictive monetary policy. 

The slowdown in the rate of economic expansion in Western Europe was 
accompanied by a fairly general easing in labour markets. Indeed, with the 
exception of Italy, unemployment in Europe reached the highest level in over a 
decade. However, towards year-end there were indications of a firming in 
labour demand in Germany and Britain with the recovery of economic activity 
in these countries. In Japan the labour market remained relatively tight. 

In the United States, a decline in employment during the first part of the 
year and a rebound in the second half just about matched the concurrent changes 
in the labour force, and—except for a short period in the fall, when the auto- 
mobile industry was affected by a strike—the seasonally adjusted unemployment 
rate held relatively steady at, or a little below, the 4 per cent level. In January 
1968 the unemployment rate was down to 3% per cent. The 2% per cent 
increase in real output in 1967, taken in conjunction with a 2.4 per cent rise in 
total employment indicates little, if any, change in output per worker from the 
previous year. 

Despite the decline in the rate of expansion and an increase in the margin 
of unused manufacturing capacity in the United States in 1967, there was little 
apparent alleviation in cost and price pressures. Labour contracts covering an 
unusually large number of workers were negotiated, with settlements providing 
for average pay and benefit increases that were appreciably larger than in 1966. 
This, combined with the relatively poor productivity performance, resulted in a 
further increase in average wage and salary costs per unit of output. The price 
index of all goods and services, as measured by the GNP price deflator registered 
a 3.0 per cent advance during the year compared with a 3.2 per cent increase 
during 1966. On the other hand, the increase in the Consumer Price Index 
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CONSUMER PRICE INDICES was held to 2.8 per cent, as against 
Percentage Increase : Year Ending Fourth Quarter 3.5 per cent during 1966; food 
uniteo (77777 od prices increased much less in 1967 
ws _— than in 1966 but prices of “all other 
goods and services” rose by 3.4 per 
cent, slightly more than during the 
previous year. 

There was some moderation of 
inflationary pressures in a number 
of European countries, and the de- 
terioration in European unit labour 
cost performance relative to that of 
the United States, which had per- 
sisted since 1961, appears to have 
been arrested. Since the middle of 
1966 there has been a marked im- 
provement in the price performance 
of Germany, the Netherlands and 
Britain. This reflected the slower 
pace of economic activity in these 
countries and in the British case the 

0 é 4 6 8% implementation of a temporary 
prices and incomes “freeze” and 
a subsequent period of “severe restraint”. The very high rate of economic 
expansion in Japan was accompanied by price increases which again reached the 
annual rate of over 5 per cent typical of the early 1960's. Inflationary pres- 
sures have not been as serious in France and Italy in recent years, although 
prices began to increase more rapidly during 1967. Despite some recent 
moderation, the Scandinavian countries are still experiencing persistent price 
pressures. In general the behaviour of costs and prices in the industrialized 
countries over the last two or three years highlights the difficulties they are all 
experiencing in combining high levels of economic activity with reasonable 
cost-price stability. 
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TRADE AND PAYMENTS. World trade remained remarkably buoyant 
through the first quarter of 1967 but then weakened until late in the year. For 
the year as a whole the increase was about half the 10 per cent average annual 
rate attained in the previous four years. The slowdown in world trade was 
most pronounced in primary products and was influenced by the general easing 
in demand for industrial raw materials and by the record crops harvested in 
some of the major food-importing countries. Wheat prices weakened during 
the year. Late in the year there were some indications that the accelerating 
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pace of output in the industrial coun- WORLD TRADE! 

tries was beginning to have an impact Ferber tease red ers waeaeye — 200 
on world trade, which should be fur- eee 
ther stimulated by the implementa- re 
tion of the “Kennedy Round”. On ooger & 
the other hand, sterling devaluation 
and the United States balance of pay- 
ments programme could exert a re- 
straining influence. 
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In the United States the slowing in economic activity in the early part of 
the year was accompanied by a modest contraction in merchandise imports; 
exports were well maintained and the trade surplus improved. Late in the 
year, however, as domestic activity quickened, imports rose sharply and there 
was a marked deterioration in the trade surplus in the final quarter. The trade 
surplus for the year as a whole was $3.6 billion, about the same as the 1966 
figure. At the same time there appears to have been a less favourable balance 
on services account when military transactions are included, and indications are 
that the combined surplus on goods and services in 1967 was below the $4.1 
billion figure for 1966. 


The collective current account surplus of the European Economic Com- 
munity increased sharply over the past year. In Germany, the easing of 
domestic demand was reflected in a reduction in imports; as exports continued 
to rise rapidly the current account as a whole shifted from virtual balance in 
1966 to a surplus position of $214 billion in 1967. Italy’s exports expanded 
quite rapidly again in 1967, despite a pause in sales to Germany, but a greater 
increase in imports led to a $% billion reduction in Italy’s large current 
account surplus. France was somewhat more adversely affected by the German 
situation and moved from a position of near-equilibrium to a modest deficit as 
its trade imbalance with the non-franc area widened. The Benelux countries 
were in modest surplus through the year. 


In Britain, the current account moved into a surplus in the last quarter of 
1966 and the first quarter of 1967, then swung back into deficit. For the year 
as a whole the current account deficit increased by about $14 billion. Among 
the factors which contributed to this result were sustained high import demand 
after the removal of the surcharges, set-backs to exports due to the Middle East 
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crisis and the dock strike, and intensified competition for British industry in 
home and foreign markets arising from the growth of excess capacity in Germany 


and elsewhere in Europe. 


In Japan the emergence of a trade deficit caused 


the current account to swing into deficit, which widened through the year. 


There was a substantially larger net outflow of capital from the United 
States in 1967 than in 1966 and preliminary estimates indicate a balance of pay- 
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ments deficit on a liquidity basis 
of $3.6 billion, compared with $1.4 
billion in 1966. Much of the deteri- 
oration took place in the fourth quar- 
ter. While part of the increase in the 
over-all deficit in that period reflected 
a reduced trade surplus, there was also 
a sizeable capital outflow. One spe- 
cial factor in this was the liquidation of 
the British Treasury’s remaining “dol- 
lar portfolio”, amounting to some $500 
million. Another factor cited by the 
Administration as contributing to the 
increase in the “liquidity deficit” in the 
latter part of the year was the absence, 
in contrast to the situation in 1966 and 
the first half of 1967, of a substantial 
inflow in the form of foreign official 
acquisitions of long-term time deposits. 
Direct investment abroad in 1967 ap- 
pears to have been somewhat smaller 
than the 1966 figure of $3.5 billion, 
and Government net capital outflows 
were apparently little changed for the 
year as a whole. 


In Britain, where measures have 
been taken in recent years to restrict 
the traditional outflow of long-term 
funds, this part of the capital account 
was in rough equilibrium. On the other 
hand, Germany became a net exporter 


of private long-term capital for the first time since 1959. 


After having remained virtually constant over the past five years, the 
flow of development capital to the less developed countries increased substan- 
tially in 1967 and helped to offset an easing in export earnings. However, 
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part of this increase resulted from an acceleration of disbursements under 
existing aid commitments to India, owing to the critical crop situation in that 
country. Future aid commitments have been curtailed because of the inter- 
national payments problems of some of the industrialized countries, and the 
effort to provide additional resources to the International Development Asso- 
ciation has proceeded with some difficulty. To a limited extent this problem 
has been alleviated by the establishment of regional development banks and 
bond flotations in the Euro-bond market. The continuing problems of the 
mobilization of development capital and of debt servicing are currently under 
discussion at the second United Nations Conference on Trade and Development 
meeting in New Delhi. 


Massive short-term capital flows were again a feature of the international 
payments system. Some of these movements played an equilibrating role. For 
the year as a whole, Germany was a large net exporter of short-term funds, 
while Japan was a major recipient; in both cases these short-term capital move- 
ments helped to neutralize the swings on current account. On the other hand, 
the uncertain position of sterling in the exchange market before the devaluation 
in November gave rise to large and disturbing short-term flows. To a con- 
siderable extent the outflow from Britain was offset by the activation and ex- 
pansion of central bank facilities. 


The net changes in official reserve assets plus International Monetary Fund 
positions in 1967 were again relatively small despite the unsettled conditions in 
the exchange markets late in the year. Foreign exchange holdings rose by about 
$3¥% billion but there was a decline in official gold holdings of $1% billion 
and in IMF positions of $0.6 billion. The latter reflected repayments to the 
IMF by Britain. 


Although the degree of imbalance in the international payments system 
increased in 1967 its general character remained the same: Britain and the 
United States continued to have the main deficits in the system (financed mainly 
by increases in their liquid liabilities to foreigners and in the case of the United 
States by a reduction in its gold holdings) while the countries of the European 
Economic Community accounted for an important part of the corresponding 
surplus (reflected primarily in increases in their official reserves). 


The structure of the British and American deficits is quite different. In- 
Stead of its traditional current account surplus, Britain has had a current 
account deficit averaging nearly $600 million over the past four years. This 
contributed to a weakening of confidence in sterling and to short-term capital 
outflows which greatly increased Britain’s total payments deficit. In contrast, the 
United States continued to have a surplus on current account, which averaged 
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FINANCIAL POLIciEsS. As economic 
activity in the United States slowed 
down in 1966 there was a shift to a 
policy of monetary ease which provided 
for a rapid expansion in bank credit in 
1967. During the course of the year 
the money supply, as measured by cur- 
rency and total bank deposits, increased 
by 11 per cent, over twice the rate of 
1966. Although credit became more 
readily available, pressure on the capital 
markets remained intense for most of the 
year and interest rates resumed an up- 
ward course after only a relatively brief 
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$5,300 million a year during this 
period. This very large current ac- 
count surplus was, however, sub- 
stantially exceeded by total net out- 
flows of private long-term capital, 
Government military expenditures 
abroad, and development assistance. 


There have been swings in the 
payment positions of individual EEC 
countries, but the Community as a 
whole has maintained a current ac- 
count surplus which averaged over 
$2,000 million a year in the last 
four years. This has been offset 
only in part by a net outflow of 
capital, and official holdings of re- 
serve assets by these countries in 
these years have risen by an average 
of $1,300 million annually. During 
this period there has also been a 
large increase in private holdings of 
liquid foreign assets by residents of 
these countries. 
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interruption. Towards year-end, long-term rates reached their highest level in 
40 years or more; there has been some easing in the more recent period. On 
the fiscal side, the investment tax credit and accelerated depreciation provisions, 
which had been suspended in the fall of 1966, were reinstated in the spring of 
1967. Expectations of a sharp rise in economic activity later in 1967 and 
the desire to reduce the large Federal budget deficit led the Administration to 
ask for a temporary tax surcharge on personal and corporate tax liabilities, 
effective in mid-1967. Congress withheld approval of the request pending 
assurances of reduced Federal expenditures and the proposal, which now calls 
for a 10 per cent surcharge on personal tax liabilities effective April 1, 1968 
and a similar increase in corporate tax liabilities retroactive to the beginning 
of 1968, is still under consideration by Congress. In the meantime, some pro- 
gress has apparently been made towards limiting the growth in Federal expendi- 
tures and monetary policy has become less expansionary; there has been a 
reduction in member bank free reserves and a considerably slower growth in 
the money supply since last fall. Following the devaluation of sterling in 
November, the Federal Reserve discount rate was increased to 41% per cent 
from 4 per cent and in December the Federal Reserve Board announced an 
increase in reserve requirements on demand deposits. 


Against the background of the worsening United States balance of payments 
deficit, the sterling devaluation and the ensuing burst of speculative buying of 
gold, the President announced on January 1, 1968 a stringent new programme 
to strengthen the balance of payments programme that had been in effect since. 
1965. It called for (1) mandatory limits on direct investment abroad by 
United States companies, (2) a further reduction in foreign credits from United 
States banks and other financial institutions, (3) deferment of non-essential 
American travel outside the Western Hemisphere, (4) a reduction in the foreign 
exchange cost of Government programmes overseas and of Government missions 
abroad and (5) measures to increase the United States trade balance. The new 
measures continue to shield the less developed countries by permitting direct 
United States investment and reinvested earnings to exceed the 1965-66 average 
by up to 10 per cent. They also make a distinction between, on the one hand, 
Canada, Britain, Japan, Australia and oil-producing countries—where this type 
of investment may equal 65 per cent of the 1965-66 average—and, on the other 
hand, other industrial countries on which a moratorium was placed on direct 
investment outflows. The objective of the programme as a whole is to achieve 
a $3 billion improvement in the balance on international transactions in 1968, 
bringing it close to equilibrium. The President has also asked Congress for 
prompt action to free approximately $10'% billion of gold now required as 
reserves against domestic currency in order to increase the amounts available to 
ensure the international convertibility of the dollar into gold at $35 per ounce. 
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In Britain the pound sterling remained under intermittent pressure through 
the spring and summer of 1967. A “neutral” budget was introduced in May 
and selective reflationary measures implemented through mid-year. Sterling 
began to come under severe pressure after the Middle East crisis and its par 
value was reduced by 14.3 per cent on November 18. Concurrently with 
devaluation, the Bank Rate was raised from 62 per cent to 8 per cent, and the 
Government announced a series of deflationary measures. ‘The objective is an 
improvement of at least £500 million a year in the balance of payments with 
a surplus in the second half of 1968 at an annual rate of at least £200 million. 
In mid-January additional measures were announced to reduce the growth in 
Government expenditure to an annual rate of 2.8 per cent in real terms over the 
next two fiscal years. 


Germany continued the policy of monetary ease which had begun late 
in 1966 and the rediscount rate was lowered four times in the first half of 1967. 
An expansionary fiscal programme was put into effect early in the summer of 
1967 and a larger public investment programme was announced in July. France 
also announced anti-cyclical fiscal measures in the spring and summer of 1967, 
but the stimulating effects were largely neutralized by subsequent tax increases 
designed to put the social security fund back into balance. Further important 
measures to stimulate the French economy were announced early in 1968 and 
Belgium has also introduced further reflationary measures. Italy and the 
Netherlands maintained relatively neutral financial policies, although in the 
latter country monetary conditions were allowed to ease in response to slack- 
ening labour market conditions. In Sweden monetary conditions eased in 1967, 
but following the devaluation of sterling the Swedish currency came under 
substantial pressure, which was effectively relieved by a temporary tightening in 
monetary policy. Other Scandinavian countries adopted policies of restraint 
in 1967 in an effort to slow the rise of wages and prices. The economic policies 
pursued in Japan were largely neutral until mid-year but increasing concern 
over the widening of the current account deficit and the devaluation of sterling 
led to the implementation of a more restrictive mix of policies toward the end 
of the year. 
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Economic Developments in Canada 


The period of adjustment in the Canadian economy which began in the 
spring of 1966, following several quarters of unsustainable rates of economic 
expansion, continued through most of 1967. Further increases in output and 
employment were achieved in the course of the year; indeed, some segments of 
the economy grew quite rapidly, particularly during the months most affected 
by Expo ’67 and other Centennial activities. However, in a number of sectors 
output and employment were static or even declined. Consequently, the over- 
all growth of the economy was slow, particularly by comparison with the high 
rates of expansion achieved during the five years prior to early 1966 when the 
economy was moving from recession to a state of considerable pressure on its 
resources. In 1967, despite the development of some slack in the economy, the 
cost, price and productivity trends which had emerged during the period of 
excessive demand remained sufficiently unfavourable to be matters for con- 
tinuing concern. 

From the spring of 1966, almost all major sectors of the economy con- 
tributed to the easing of demand pressure, with the major exception of the 
government sector which continued to increase its demands on the economy 
very rapidly, at least until late in 1967. Expenditures in the personal sector 
also continued to increase fairly strongly through this period, but spending on 
consumer durables was one of the earliest elements of demand to moderate. 
In the latter part of 1966 this was followed by a sharp decline in investment in 
new housing and in business inventories. During the spring and summer 
months of 1967, house-building activity recovered strongly and there was a 
considerable improvement in Canada’s international balance of payments on 
non-merchandise account resulting from the heavy influx of foreign visitors and 
Some reduction in travel abroad by Canadians because of Expo and other 
Centennial activities. However, these stronger elements of demand developed 
at a time when some other important sectors including business investment in 
plant and equipment and exports, particularly exports of wheat, were weakening. 
Towards year-end there were some signs of renewed strength, for example in 
exports, but the available current statistics present a somewhat more mixed 
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picture for Canada than for the United States. Through the year, indeed, the 
contour of economic activity in Canada differed more noticeably from that in 
the United States than is usually the case—perhaps partly because of such 
special factors as the differing impact of strikes in the two countries, the wave 
of tourist spending in Canada, and the influence of the war in Viet Nam on the 
United States economy. The resumption of quite rapid growth in the United 
States in the second half of 1967 and the expectation of even higher rates of 
expansion in the early part of 1968 has undoubtedly provided important support 
to the Canadian economy. The relatively stronger pace of economic activity 
in the United States than in Canada was probably a factor in the marked im- 
provement which occurred in Canada’s external trade balance in the last quarter 
of 1967. 

One of the notable features of the economic situation in 1967 was the 
relatively moderate degree of the adjustment in the economy when viewed either 
in the perspective of the whole expansion or in comparison with earlier periods 
of adjustment. The charts below show the striking differences in the be- 
haviour of two of the most important cyclical indicators between the recent 
period of adjustment and those which developed into recessions in 1960-61 and 
1957-58. In contrast to the moderate declines in industrial production which 
occurred in these earlier periods, this index stayed on a slowly rising trend in 
1966-67. While the unemployment rate drifted up through most of the period 
from the spring of 1966 to the end of 1967, the rise was small by comparison 
with the sharp increases which occurred in 1957 and 1960. The highest level 
recently reached was a seasonally adjusted rate of 4.7 per cent at year-end and 
the rate fell again to 4.4 per cent in January 1968. 
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TOTAL OUTPUT. Gross National 
Product at current prices rose consider- 
ably less in 1967 than in 1966. Prices 
increased about the same amount in 
both years, and a much smaller propor- 
tion of the increase in GNP repre- 
sented a gain in real terms in 1967. 
The value of GNP is estimated to have 
been about 7 per cent higher in 1967 
than in 1966; about 41% per cent was 
the result of higher prices and only 
2% per cent, or one third, represented 
higher real output of goods and ser- 
vices. In 1966 the increase in GNP 
was 10% per cent in money terms and 
almost 6 per cent in real terms. 

A factor contributing to the slow- 
ing in the growth of output in 1967 
was the smaller western wheat crop 
which, though above average in quan- 
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tity and quality, was almost 30 per cent less than the record harvest of 1966. 
The reduction in the over-all growth rate should also be viewed in the context of 
the previous unsustainably large gains in non-farm output which had been 
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achieved initially by taking up slack and 
later by pressing excessively on the 
economy’s potential. In the event, the 
increase of about 3 per cent in non-farm 
real output in 1967 was only about half 
that of 1966. 


The adjustment in the rate of eco- 
nomic expansion, as measured by gains 
in real GNP, was more uneven in Can- 
ada than in the United States. Though 
the pace of expansion moderated con- 
siderably in both countries in the second 
half of 1966, the slowdown appears to 
have been more pronounced in Canada. 
In 1967 considerable differences de- 
veloped in the course of GNP in the two 
countries; in the United States there was 
a very small gain in the first half of 1967 
and a strong recovery in the second half, 
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while in Canada output according to this measure rose more strongly in the first 
half. However, the course followed by the index of gross domestic product, 
which to some extent serves as an alternative and largely independent measure 
of production in Canada, bore a much greater similarity to the pattern of United 
States economic activity, with more strength emerging in the second half of 
the year. 


PRODUCTIVITY AND EMPLOYMENT. Virtually the whole increase in non- 
farm output in 1967 appears to have been achieved through higher employment 
with little or no increase in output per worker. In part, at least, the poor 
productivity performance during the year was a normal consequence of the 
slowing down in the growth of output. For instance, output per person em- 
ployed tended to be limited in 1967 by a reduction in average hours of work. 
The available information indicates a fairly sharp decline in average hours 
worked per week in manufacturing and there was probably a similar tendency 
towards reduced overtime and more short-time work elsewhere in the economy. 
After allowing for hours worked, productivity in manufacturing is estimated to 
have increased about 112 per cent in 1967; this was still considerably less than 
the below-average gain of 212 per cent experienced in 1966. To some extent 
the performance in both years may have been affected by a reluctance on the 
part of employers to risk losing trained 
OUTPUT, EMPLOYMENT AND PRoDucTiviry Workers who had been acquired with 
RON Ate Eo difficulty during the earlier period of 

labour shortages. 


Another factor which probably in- 
fluenced the economy’s over-all pro- 
ductivity performance during 1967, and 
9 Which is also not unusual during periods 

of adjustment, was the fact that the 
B Output of Goods slowdown in the growth of demand had 
eee oo its main impact on the sectors of the 
economy producing goods as distinct 
from services. While the output of ser- 
| 9 Vices also grew somewhat less rapidly 
Pi cleceaeynens in 1967 than in other recent years, the 
yi Ugsusle Eanlazpers 0 continuing relatively buoyant demand 
for services, reinforced by the unusual 
level of tourist activity, was an im- 
0 portant sustaining force in the econ- 
omy. Output of goods is estimated 
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to have risen by about 14% per cent in 1967, roughly one fifth of the previous 
year’s gain, while the output of services is estimated to have grown by over 4 
per cent compared with about 5% per cent in 1966. Since the production of 
goods tends to be capital-intensive and services labour-intensive, average output 
per worker is higher in goods-producing industries; consequently the change in 
the mix of output may well have had an adverse but temporary effect on the 
apparent trend of the economy’s productivity. 


The changes in the growth rates of the goods and services sectors also 
appear to be reflected in the labour market, where job opportunities for women 
expanded more than those for men. Although the increase in female employ- 
ment has been more rapid than in male employment for a number of years, 1967 
was the first year since 1961 in which women accounted for more than half the 
increase in non-farm employment. Seasonally adjusted adult male employment 
showed little increase after the beginning of 1967. 

A rise of close to 1 per cent in the 


Canadian unemployment rate in the PAROUR FORCE Alin eMpLOU ERT 
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in employment in Canada came in the 
first half of the year while employment 
in the United States was weak in the Ae ae 
first half of the year and then re- 
bounded strongly. On an annual aver- 
age basis, Canada’s labour force in- 5 < 
creased by just under 3% per cent in 1963 1964 1965 1966 {967 68 
1967 compared with almost 4 per cent peaoeneny aalesies 

in 1966 and 3 per cent in 1965. 

In 1967 as in 1966, immigration was a factor contributing to the high rate 
of labour force increase. Total immigration, which had risen from about 
150,000 in 1965 to just under 200,000 in 1966, amounted to almost 225,000 in 
1967. The proportion of the population participating in the labour force also 
continued to rise, though less strongly than in the previous year. There was 
some decline in participation rates in the latter part of the year which was 
probably associated with the easier conditions in the labour market but possibly 
also reflected the withdrawal of people who had taken temporary jobs during the 
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tourist season. A rather striking change which occurred in the labour market 
in 1967, which may also have been symptomatic of less buoyant employment 
conditions, was an interruption of the decline in farm employment which had 
been going on for many years; indeed, in contrast to a decline of almost 8% 
per cent in 1966, farm employment averaged about 2% per cent higher in 1967. 

Regionally, as the table below indicates, there continued to be consider- 
able variation in the rates of growth of labour force and employment across 
the country. The rise in unemployment rates in the course of the year was 
slightly greater in Quebec and British Columbia than in other regions. How- 
ever, in Quebec this probably reflected to an important extent the aftermath of 
the especially rapid advance in employment experienced in the previous year 
when many projects were being rushed to completion in advance of Expo. 
British Columbia continued in 1967 to have a much larger growth in labour 
force to absorb than did other parts of the country. 


REGIONAL LABOUR MARKETS 


Labour force Employment Unemployment 

(annual percentage increase) (per cent of labour force) 
ives 19671868 19672966 1967 4/8) 40/67 
Atlantic......... ae 1.4 3,5 ee 6.4 6.6 6.4 6.8 
Quebegss.....-.. 4.6 3.8 5.4 37 4.7 533 4.6 5.8 
Ontario. go..as 4.0 4.2 4.0 3.6 250 3.1 2.6 3.5 
Prairies... u.. 1.6 Bes Yas es: ZA 23 22 2.8 
BiG ae ee ae 6.6 Lo 6.1 6.6 4.5 5] 4.8 5.8 
Canadare <3... 3.9 3.7 4.2 32 3.6 4.1 3:7 4.6 


(1) Seasonally adjusted. 


COSTS AND PRiceEs. Although the general easing of demands on the eco- 
nomy, including those in the labour market, may have begun to alter the 
underlying relationships and attitudes which had been contributing to the strong 
upward pressure on costs and prices, definite signs of this were slow to appear 
in 1967. Major wage settlements continued to provide, on the average, for 
annual increases in wage rates of at least 8 per cent—even allowing for some 
apparent slight moderation in the latter part of the year. This was substantially 
in excess of the comparable figure for wage settlements in the United States, 
though the latter rose to more than 5 per cent in 1967. Large salary increases 
were also common in 1967, including many in the public sector. As in the 
previous year, the increase in average earnings ran far ahead of the long-run 
average productivity improvement and even further ahead of the below-average 
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productivity gains actually experienced. In manufacturing, the increase in 
average hourly earnings from 1966 to 1967 was about 7 per cent and the rise 
in the wage and salary bill exceeded the productivity improvement by a sufficient 
margin to produce a further rise of about 5 per cent in labour costs per unit of 
output. As the chart below illustrates, the recent deterioration in Canada’s 
labour cost position in manufacturing compared with that of the United States— 
while not inconsequential—has been small. Most of the loss of ground occurred 
in the course of 1965, before the United States also began to experience notice- 
ably stronger wage and salary pressures. Moreover, as noted on page 7, 
Canada’s recent cost experience must be viewed in the light of its relatively good 
performance over the somewhat longer run compared with most of its other 
major trading partners. 
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To a greater extent than in the United States, profit margins in Canada 
have served to absorb some of the impact of rising costs on prices. This is 
illustrated in the above chart on profits per unit of output in manufacturing. 
Nevertheless, prices continued to rise quite rapidly through most of 1967. The 
Consumer Price Index averaged 3.5 per cent higher in 1967 than in the previous 
year compared with an increase of 3.8 per cent in 1966. However, this slight 
moderation in the trend of the total index resulted from a much smaller increase 
in food prices in 1967 (just over 1 per cent) than in 1966 (almost 6% per 
cent); excluding food, the CPI in 1967 averaged 4.4 per cent higher than in the 
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previous year compared with an in- 
crease of 2.8 per cent in 1966. Food 
prices too were again rising appreciably 
in the latter part of the year. 


The underlying trend of non-food 
prices through the year was obscured 
to a significant degree by the effect of 
indirect taxes imposed at various times 
by the different levels of government. 
The federal government and several 
provinces increased their general sales 
tax rates in the first half of 1967 and 
this was an important factor in the high 
rate of price advance during that period. 


The rate of price increase was, on the whole, more moderate in the second half of 


the year. 


Prices of non-durable goods other than food were affected to some 


extent by the removal in September of the federal sales tax on pharmaceuticals; 
nevertheless, the underlying rate of price increase of non-durable goods remained 
high and was influenced by the imposition towards year-end of higher taxes on 
alcohol and tobacco. Durable goods prices rose strongly, by any recent stand- 


ards, through the year. 


Some moderation of the rate of increase in service 


prices, which were little affected by tax changes, was evident in the second half 
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of the year; there had been a sizeable increase in some items including doctors’ 
fees and urban transit fares earlier in the year. The rent index rose strongly 
in 1967, as did other shelter costs. 


PRIVATE DOMESTIC DEMAND. Personal spending is estimated to have 
risen by about 8% per cent in 1967, only slightly less than in the previous 
year. For the most part this reflected the continuing strong growth of incomes. 


The increase in labour income (wages and salaries and supplementary 
benefits) was about 91% per cent in 1967; though less than the huge increase 
of over 124% per cent recorded in the previous year, this was still very large, 
both absolutely and in relation to the gain in employment. The number of 
wage and salary earners increased by about 312 per cent in 1967 compared 
with a gain of about 6 per cent in 1966, but average earnings per worker 
continued to rise at close to 6 per cent per year. Personal income was also 
affected by the much smaller wheat crop harvested in 1967 than in 1966; net 
income of farm operators (including unrealized income in the form of inven- 
tories) declined by more than 10 per cent in 1967 compared with an increase 
of over 20 per cent in 1966. 


The effects of these developments on disposable income in 1966 and 1967 
were dampened by increases in payroll deductions of various kinds. Contribu- 
tions to the Canada and Quebec Pension Plans began in 1966, and in 1967 
personal income tax collections rose strongly as a result of the general increase 
of approximately 10 per cent in federal personal income tax rates at mid-1966 
and the doubling of maximum individual Old Age Security contributions at the 
beginning of 1967. Personal disposable income increased by about 8 per cent 
in 1967 compared with a gain of almost 912 per cent in 1966. There was 
some tendency in the latter part of the year for the ratio of personal saving to 
disposable income to decline from its previously high level. 


The main trends in consumer spending in 1966 were extended into 1967, 
with purchases of durable goods such as cars, furniture, and appliances remain- 
ing relatively sluggish by comparison with the continued rapid increase in 
purchases of goods and services of a less lasting (and perhaps individually less 
costly) nature. Spending on durables is estimated to have risen by over 5 per 
cent in 1967, which was about | per cent more than the previous year’s increase; 
in volume, however, the increase was about 1 per cent less than in 1966. Sales 
of new automobiles, which had declined about 2 per cent in 1966 following a 
rapid rise over several years, showed some signs of moderate recovery through 
the spring and summer months of 1967; however, they fell off again in the 
closing months of the year, partly it is believed because of supply problems 
caused by a strike in the United States and an associated curtailment of Canadian 
production. For 1967 as a whole, the number of new cars sold was down a 
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further 2 per cent. Sales of household and other durables strengthened some- 
what in the early part of the year, but later levelled out. Consumer spending 
(other than on cars) appears to have been well maintained in the closing months 
of the year. 


One of the highlights of 1967 was the recovery in housebuilding activity. 
Residential construction expenditures, which had fallen sharply in the second 
half of 1966, rose strongly in the course of 1967, and the annual level of 
expenditures is estimated to have been about 7 per cent higher in 1967 than 
in 1966. 


Following an extended decline from about the middle of 1965 to near 
the end of 1966, housing starts picked up rapidly in the spring months of 1967 
and fell off again later, for the special reasons explained below. Total starts 
in 1967 were some 20 per cent above the 1966 level and fell just short of the 
1964-65 level of approximately 165,000 units. As was the case with the pre- 
vious decline, most of the increase in starts in 1967 was in apartments and other 
multiple dwellings such as row-housing, which have traditionally been most 
dependent on private sources of financing. Starts of single family dwellings, 
which had been supported in 1966 by an increase in direct Government loans, 
were little changed in 1967; the number of units financed by Central Mortgage 
and Housing Corporation was about 10 per cent lower than in the previous year. 


The over-all rise in housing starts in 1967 was undoubtedly in part a 
response to the general easing of credit conditions which occurred late in 1966 
and early in 1967, as well as to the strong underlying demand for housing, but a 
number of important changes in the administration of the National Housing Act 
affected the pattern of activity through the year and in particular contributed to 
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the high level of starts in the spring. In November 1966 the maximum interest 
rate on NHA insured mortgage loans was fixed at 714 per cent with the 
understanding that beginning in 1967 the rate was to be adjusted automatically 
at the end of each quarter to a level of 14% per cent above the average yield on 
long-term Government of Canada bonds. When, towards the end of the first 
quarter, it became evident to lenders that the rate would come down to 7 per 
cent on April 1, there was a sharp increase in private lending activity under the 
NHA. In addition, at the beginning of 1967 the Government announced a 
special programme of direct CMHC loans to builders for the spring months. 
As a result of these influences and the fairly sizeable recovery in conventional 
lending activity which occurred early in 1967, housing starts, both single and 
multiple, rose very sharply in the spring. Multiple starts remained at a high 
level until late in the year when the tighter mortgage market conditions which 
had developed again in the course of the summer began to have their impact. 
Single starts also dropped to a much lower level. In view of the large financial 
resources already committed by Government and the need to conserve its funds 
to a greater extent for low-income housing, the Government took further action 
in September to stimulate the flow of private mortgage money. The quarterly 
adjustment formula was altered to establish the maximum NHA rate at a level 
of 214 per cent above the long-term Government of Canada bond average, the 
Widest spread permitted by the Act, with the intention of allowing the actual 
rate to be set by market forces within this limit. Under the formula, the 
maximum rate became 8144 per cent on October 1 and 8% per cent on 
January 1, 1968. There was a renewed sharp increase in NHA approved 
lending by private institutions in the closing months of the year, with most of 
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the loans made at a rate lower than the permitted maximum. This lending 
should have an important influence on the trend of starts in the early months 
of 1968; indeed, a rebound of starts occurred in January. 


Despite the increase in mortgage lending and the consequent rise in housing 
starts in 1967, the number of housing units completed, 150,000, was about 
8 per cent less than the 1966 total. Completions were below most estimates 
of current housing requirements; there was a significant further tightening in 
the housing market in 1967, reflected in sharp increases in the prices of new 
and existing houses and in rents, particularly in certain large metropolitan 
areas. While the number of dwellings under construction at the end of 1967 
was substantially higher than a year earlier, rapidly rising land values and 
servicing costs, together with the problems associated with providing an in- 
creased supply of mortgage funds, were matters of continuing widespread con- 
cern. 


The large wave of business investment in plant and equipment which 
began to gather force early in 1963 reached a crest early in 1967. In the first 
quarter of 1967 investment was running at a level which in value terms was 
almost double what it had been four years earlier; even after allowing for the 
substantial rise in machinery and construction costs over this period, the level 
of investment had increased by almost two thirds. , 


The investment boom started to moderate in 1966. Although the increase 
in outlays in 1966 was not far below the 20 per cent increase of the two previous 
years, some tapering off appeared in the course of the year. A number of 
important restraining forces came into play. An important aim of public 
policy (reflected, for example, in the 1966 budget) was to restrain investment 
to a rate more consistent with the economy’s potential rate of growth; the 
increased productive capacity in some industries was sufficient for the time 
being; and as a result of tighter credit conditions and a squeeze on the internal 
generation of funds, financial considerations were less conducive to continued 
high rates of expansion. Corporate profits, which had been rising strongly, 
flattened out in the latter part of 1965, and with some fluctuations declined until 
early 1967. ‘Total profits appear to have risen moderately thereafter, but 
for the year as a whole were about 5 per cent less than in 1966. The decline in 
profits per unit of output in the past two years was more pronounced, especially 
in manufacturing. 


By the early months of 1967 little doubt remained that the end of the in- 
vestment boom was at hand. The official investment intentions survey made 
at the turn of the year suggested that the 1967 level of investment would be very 
little higher than in 1966. Prompt steps were taken to reverse the measures | 
of restraint which had been aimed at business capital investment. In March | 
the Government discontinued collection of the refundable tax on corporate cash 
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flow and terminated the period during which new capital expenditures would be 
subject to reduced rates of capital cost allowance. This was followed in the 
June 1967 budget by the removal of the remaining 6 per cent federal sales tax 
on production machinery and equipment; in the March 1966 budget this tax 
had been reduced from 11 per cent to 6 per cent effective April 1, 1967 but 
full removal had not been scheduled until April 1, 1968. (Later developments 
in the Government’s fiscal policy are referred to on page 40.) 

In the event, a fairly marked decline in business investment occurred in 
the course of 1967, though the annual level was apparently not much below 
that of the previous year. Figures for the last quarter are not yet available, 
but the underlying trend was probably not as weak as suggested in the chart 
below. In the second and third quarters non-residential construction was ad- 
versely affected by strikes in southern Ontario, and the removal of the federal 
sales tax was reflected in the dollar value of outlays on machinery and equip- 
ment. The general expectation at year-end seemed to be that the annual level 
of investment in 1968 would not be much different from that of 1967. Non- 
residential contract awards showed some recovery late in 1967. 
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Some of the factors which affected business investment in plant and equip- 
ment may also have contributed to the sharp reduction in the rate of business 
inventory investment. Between the second quarter of 1966 and the second 
quarter of 1967, this development exerted a brake on the rate of economic ex- 
pansion equivalent to about 2 per cent of GNP. More than half of the adjust- 
Ment was concentrated between the second and third quarters of 1966 and 
teflected to an important extent the development and subsequent correction of 
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from this, however, there was a fairly 
general and significant adjustment to 
lower rates of accumulation of in- 
ventories over the period, which was 
however milder than the concurrent 
adjustment of inventories in the United 
States. In the third quarter of 1967, 
total inventory accumulation increased 
again in both Canada and the United 
States, though at the manufacturing 
ae level in Canada some adjustment ap- 
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GOVERNMENT SEcTOoR. Expenditures on goods and services by all levels of 
government combined continued to rise in 1967 but, except for the second 
quarter, at a somewhat slower pace than in 1966. Higher wage and salary 
outlays were the main cause of the increase; capital spending by provinces and 
municipalities, a major element in the growth of government expenditure in 
recent years, appears to have abated. Including transfer payments, however, 
the rise in total government expenditures was almost as rapid as in 1966. Trans- 
fers to the personal sector were up by 20 per cent due to expanded federal Old 
Age Security benefits and higher provincial grants to universities and hospitals. 
The final economic effects of these particular transfers are very similar to direct 
government expenditure on goods and services. 


Total government revenues rose by 11 per cent during the year, slightly 
more than in 1966, but more slowly than expenditures. As a result, the com- 
bined deficit of all governments on a National Accounts basis (excluding Canada 
and Quebec Pension Plan receipts) increased by almost $350 million in 1967. 
A modest reduction in the provincial-municipal deficit was outweighed by the 
swing in the federal government’s position. Changes in federal-provincial 
financial arrangements were an important factor explaining these movements in 
1967. Higher abatements of federal personal and corporate taxes to the 
provinces and larger direct payments to the provinces for equalization and for 
the new post-secondary education programme were sources of new revenue to — 
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the provinces and without them the provincial-municipal deficit would likely 
have increased. 


Federal government revenues in 1967 increased at the same rate as in 
1966 with increased receipts from the Old Age Security Tax change being offset 
by higher tax abatements to the provinces and by the effect on corporate tax 
liabilities of reduced profits. Combined provincial-municipal revenues rose by 
15 per cent in 1967 reflecting the increased abatements and federal transfers 
already mentioned and also higher sales tax rates in a number of provinces. 
In addition to the above sources of revenue, the Canada and Quebec Pension 
Plan collections amounted to more than $700 million in 1966 and $900 million 
in 1967; these funds were available to the provinces to help finance their 
expenditures and their lending activities. 


In addition to their increased expenditures, governments at all levels made 
larger net loans and advances to their own enterprises and to the private sector 
in 1967. (These loans are discussed in more detail on page 60.) As a 
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consequence, the over-all financial requirements of the government sector were 
much higher than in 1966. 


In December 1966 the Government introduced a supplementary budget 
providing for increases in the Old Age Security Tax on personal income and in 
the manufacturer’s sales tax to offset the expenditure effects of the supplementary 
old age pension programme. In the June 1967 budget some sales tax and 
tariff reductions were made with a view to lowering costs and prices in certain 
areas but no major changes in tax rates were introduced. In November the 
Government presented fiscal proposals which had the objective of moderating . 
upward pressures on prices and interest rates by reducing the Government’s cash 
requirements from about $1,500 million in fiscal 1967/68 to less than $750 
million in the coming fiscal year. In a preliminary statement on November 10 
the Minister of Finance announced that the Government intended to hold the 
increase in its expenditures on a budgetary basis (apart from medicare expendi- 
tures and the write-off of the Expo deficit) to 4% per cent in fiscal 1968/69. 
This compares with an increase of about 12 per cent in the current fiscal year. 
In the supplementary budget introduced on November 30 the Government 
proposed additions to tax revenues ageregating $570 million. 


CURRENT ACCOUNT OF THE BALANCE OF PAYMENTS. The merchan- 
dise trade balance improved in 1967. Canadian exports were remarkably 
buoyant, considering the less favourable external environment, and the easing 
in domestic demand, especially for machinery and equipment, resulted in a 
smaller rise in imports than in the previous year. Merchandise exports rose by 
10 per cent in 1967 following an 18 per 
MERCHANDISE TRADE cent increase in 1966, while imports rose 
Quarterly — Billions of Dollars by 8 per cent, compared with a 17 per 
cent increase in 1966. The trade sur- 
plus rose from $224 million in 1966 to 
$480 million in 1967. Higher export 
prices contributed less to the increase in 
the value of exports in 1967 than in 
1966; prices rose by 2 per cent com- 
pared with 4 per cent in 1966. Import 
prices rose by 1 per cent in each year. 
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two-way trade in new parts and completed automobiles and trucks. The pattern 
of trade in automotive products was distorted in the latter part of 1967 by a 
strike in the United States and, as a result, on a seasonally adjusted basis 
Canadian exports rose and imports fell in the final quarter of the year. The 
table below shows that the automotive trade deficit declined from a peak of 
$800 million in 1965 to about $650 million in 1966 and to about $500 million 
in 1967. 


The second special factor relates to exports of wheat and flour. These 


have fluctuated appreciably from year to year, with the changes mainly due to__ 
variations in the size of Canadian sales to Eastern Europe and Asia. The 
decline in the value of wheat and flour shipments from $1,135 million in 1966 
to $778 million in 1967 was largely accounted for by a fall in the volume of 
exports to these markets in the second half of the year and by the decline in 
world wheat prices. 


MERCHANDISE TRADE” 
(millions of dollars) 








1964 1965 1966 1967(2) 

Automotive products 

CT ETc 190 368 1,010 Lji53 

BIS 8. GENES bah os og a Oe 849 1,169 1,664 2,250 

1S AG 8 apace, Rely a ak naa ee — 659 — 801 — 654 — 497 
Wheat and flour 

0 OTS UTILS a ae te a 1,093 921 135 718 
All other commodities 

NOTES See td Ph in dety once Oe 6,955 7,456 8,181 8,854 

ASH lie aren dais saa st ats 6,688 7,458 8,438 8,655 
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SIGS I cet oa 1537 8,627 10,102 10,905 
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(1) Adjusted to balance of payments basis. 
(2) Preliminary estimates. 


Exports of commodities other than wheat and flour and automotive pro- 
ducts increased by more than 8 per cent in 1967 compared with neariy 10 per 
cent in 1966. The reduction in the rate of increase was concentrated in ship- 
ments to the United States and Continental Europe where industrial activity 
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was less buoyant than in 1966. Exports to overseas countries other than Con- 
tinental Europe increased considerably more rapidly than in the previous year. 
Canada’s total exports to the United States grew more rapidly than total United 
States imports, with much of the gain concentrated in automotive products. 
Exports of other commodities to the United States rose by 6 per cent in 1967 
about half the 1966 rate but more than the rate of increase in total United States 
imports of commodities other than automotive products. 


Canada’s exports were, of course, also affected by economic developments 
in the major overseas countries, which are described earlier in this Report. 
Rising demand in Japan was reflected in a remarkable growth in Canadian ex- 
ports to that country, mainly of base metals, farm and forest products; Canada’s 
share of total Japanese imports increased. Shipments to Britain of commodities 
other than wheat rose at about the same rate as Britain’s total imports. On 
the other hand, Canadian exports to Continental European countries declined 
slightly while the total imports of the group rose, so that Canada’s share of this 
market declined. 


CANADIAN EXPORTS EXCLUDING WHEAT AND FLOUR’ 


Percentage change 


Value from 
(millions of dollars) previous year 

1966 1967 1966 1967(2) 
(il months) ars Saas 
MO SURILCO Slates. oak kk oe eevee cs 5,477 6,430 25 17 
(excluding automotive products) (4,758) (5,023) (72) (6) 
Britains tee etee 6 cy tenaka en 892 942 — 4 6 
Continental Europe............... 715 708 8 —l 
Japaneree ct eens oes. ees ae tag 428 29 58 

Australia, New Zealand, 

South AliCd eerigs e513 204 233 —1l1 14 
All other countries .............. 558 619 12 11 
WLOUAT Gs tierra okie ee oe 8,117 9,360 if 15 


(1) Trade of Canada basis. Excludes re-exports. 
(2) Change from first 11 months of 1966 to first 11 months of 1967. 
(3) Mainly less developed countries and Eastern Europe. 


The reduced rate of growth in Canadian exports in 1967 was shared by 
most forest products and manufactured goods, and some metals and minerals. 
Notable exceptions were exports of aircraft and oil and gas, which recorded 
much larger increases than in the previous year. Shipments of lumber, alumi- 
num, nickel and zinc also rose more rapidly in 1967 while shipments of copper 
continued to record a substantial increase, though not as large as in 1966. 
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Canadian merchandise imports other than automotive products rose by only 
3 per cent in 1967, compared with a 13 per cent increase in 1966. Imports of 
transportation equipment and consumer goods other than food rose almost as 
rapidly as in 1966; imports of machinery rose little after several years of rapid 
increases; and imports of industrial materials, construction materials and food 
did not rise at all. 


CANADIAN IMPORTS CLASSIFIED BY END-USE” 


Percentage change 


Value from 
(millions of dollars) previous year 
1966 1967 1966 1967(2) 
(11 months) 
BOCIS ANG UDICANIS. 2.6 600. . dake acess 604 622 5 3 
industrial materials. ........0¢2....%- 2,010 2,294 8 — 1 
Producers’ equipment................ 2,310 2,441 19 3 
Construction materials................ 285 2719 — | — 2 
Transportation equipment®........... 325 399 25 23 
SDIGL, 15 SRO e a Se a 671 681 8 1 
Other consumer goods................ 868 988 i 14 
PUOGIAIITOINS bois ciecck cae be eke ode 5 304 256 23 —16 
PS LOPAN ee tn eee hs rarK ae ot eee 7,737 7,960 13 3 
Automotive products................. 1,463 2,030 42 39 
ARG Rete 5. ace en Coe Pa 9,200 9,990 17 9 
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(1) Trade of Canada basis. 
(2) Change from first 11 months of 1966 to first 11 months of 1967. 
(3) Excluding automotive products. 


The trade balance in commodities other than wheat and flour and auto- 
motive products, which had worsened in 1965 and 1966, improved by about 
$450 million in 1967 and returned to a surplus. (See the table on page 41.) 
This improvement was concentrated largely in our trade with the United States, 
Britain and Japan. Demand for Canadian exports in these and other overseas 
countries outside Europe rose at a time when Canadian demand for imported 
machinery and industrial materials was showing little growth. 

The increase in total merchandise exports and imports in 1967 was con- 
centrated in the first half of the year. Both exports and imports declined in 
the third quarter, exports largely because of the sharp drop in wheat shipments 
and imports because of reduced demand for a broad range of imported goods. 
Exports picked up again in the fourth quarter, reflecting substantial increases in 
shipments of automotive products and copper, while imports continued to decline 
and the merchandise trade balance swung from a deficit to a large surplus. 

Canada’s international deficit on non-merchandise transactions fell from 
$1,361 million in 1966 to $905 million in 1967. Thanks to sharply increased 
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expenditures of foreign tourists attracted to Canada by Expo ’67 and other 
Centennial year activities the travel balance swung from a deficit of $63 million 
in 1966 to a surplus of $427 million in 1967. Also contributing to the reduced 
deficit was a further improvement in the balance of inheritances and migrants’ 
funds. On the other hand, a growing deficit on interest and dividend account 
served to offset part of the other gains. 
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3 Quarterly — Billions of Dollars > to $425 million in 1967. Current ac- 
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Financial Developments in Canada 


After a brief period of declining interest rates in the opening months of 
1967, the trend toward higher interest rates was resumed in April and continued 
into 1968 even though there was a very substantial increase during the year in 
holdings of money and other liquid assets. The renewed rise in interest rates 
was particularly marked for long-term bond yields and mortgage rates; by early 
summer these had moved up to and beyond their previous peak levels of late 
1966. ‘The rise in rates in the short-term market was more gradual and it was 
not until late in the year that the levels prevailing in the latter part of 1966 
were penetrated. 


LONG-TERM INTEREST RATES SHORT-TERM INTEREST RATES 
Per Cent 9 Per Cent ei 
; 
PRIME CONVENTIONAL 


RESIDENTIAL MORTGAGE RATE 





GOVERNMENT 
SHORT-TERM BONDS! 


f 








| PROVINCIAL a ts 
BOND YIELD AVERAGE! 





6 6 


5 GOVERNMENT OF CANADA 5 


BOND YIELD AVERAGE 





: 4 
TREASURY Bis | 














3 
1965 1966 1967 68 1965 1966 1967 68 


1, Average weekly yield on Government of Canada 


1. Average weekly yield on the 10 provincial bonds bonds with a maturity between 3 months and 3 years. 


included in the monthly series published by McLeod, 
Young, Weir and Co. Ltd. 


The behaviour of interest rates in Canada during the year was similar in 
many respects to that of interest rates in the United States. From early spring 
onward, investors in Canada and in the United States appeared reluctant to 
commit funds at their disposal to long-term investments at prevailing rates of 
interest. Among the considerations influencing them were the sharp prospective 

increase in the demand for funds by governments, the expectation of an early 
‘Pick-up in the pace of economic activity, and increasing anxiety about rising 
Costs and prices. Interest rates rose to extremely high levels in Canada even 
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though the central bank, wishing for 
both domestic and external reasons to 
avoid an excessive tightening of credit 
conditions, permitted a rapid expansion 
of the banking system and increase in 
liquidity. The growth of banks—and 
of other financial institutions—in 1967 
was also unusually large in the United 
States, where the monetary policy fol- 
lowed was broadly similar to that in 
Canada. A special element in the situa- 
tion in Canada was the improved com- 
petitive position of the chartered banks 
relative to other financial institutions 
under the revised Bank Act which came 
into force in May 1967. In the last 
months of 1967 and first months of 
1968 the rate of monetary expansion in 
Canada slowed down markedly and in- 
terest rates—particularly short-term 
rates—rose sharply. 

Canadian borrowers raised consid- 
erably more funds from private financial 
institutions and markets in 1967 than in 
1966. All levels of government sub- 
stantially increased their borrowings to 
help finance their rising expenditures 
and lending activity. Business borrowing 


rose in spite of some reduction in investment outlays on new plant and equipment 
and in additions to inventory; part of the funds borrowed were used to rebuild 
business holdings of liquid assets. Mortgage loans approved by private lending 
institutions to finance new residential construction also increased substantially. 


At the beginning of 1967 it was becoming widely recognized that the 
Canadian economy, like that of the United States, was in the midst of an ad- 
justment period in which expenditures on durables and housing had slackened 
off and businessmen were attempting to reduce their inventory levels. The 
Bank of Canada provided the banking system with relatively generous cash 
reserves in December 1966 and January 1967, and the view developed that the 
peak of interest rates had been passed. The average yield on long-term Canada 
bonds fell from a peak of almost 6 per cent in December to 5% per cent at the 
beginning of February and varied around that level until mid-April. Long- 
term bond yields also fell sharply in the United States market where the lows for 
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the year were reached in mid-January. Short-term money market rates fell 
even further and over a longer period in both countries, but especially in the 
United States. In Canada, the three-month treasury bill rate fell by almost 
14% per cent from its peak in November 1966 to a level of 4 per cent at the 
end of April. The Bank Rate was reduced from 514 to 5 per cent at the end 
of January and by a further % per cent on April 7. On both occasions the 
announcement of the change indicated that the move reflected acquiescence by 
the central bank in the lower levels of market rates. Beginning in March the 
Bank tightened the cash reserve position of the chartered banks somewhat in 
order to reduce the rate at which they were adding to their holdings of liquid 
assets. 

By April, as the outlook for economic activity strengthened (particularly 
in the United States) and it came to be generally felt that the period of adjust- 
ment would not be protracted, investors and borrowers began to revise their 
views of the financial outlook. Investors became increasingly aware that a 
very substantial rise in new offerings of government securities was in prospect 
in both countries. The possibility of a resurgence of demand pressures and of * 


a return to the tighter monetary conditions experienced in 1966 were also prob- .' 


ably important factors in the growing reluctance of investors to make long-term 
investments at prevailing interest rate levels. These expectations led lenders to 
prefer interest-bearing deposits and other short-term investments in anticipation 
of higher long-term yields later in the year. The result was that in spite of) 
a rapid rate of monetary expansion long-term interest rates began to rise in 
April. By the end of the second quarter long-term rates were close to their 
peak levels of 1966 and the rise continued through the rest of the year. : 

Short-term money market rates began to rise in Canada in mid-April, 
somewhat earlier than in the United States, and rose quite sharply until the 
end of the second quarter; after levelling off during July and August they rose 
Strongly again through early 1968. ven so, short rates (which had fallen 
further than long rates at the beginning of the year) remained below their 1966 
peak levels until well into the fourth quarter, and for most of 1967 there was 
a larger differential between short and long rates than had existed in 1966. 
As a result, the scope for profitable operations by deposit-taking institutions 
continued to provide an avenue of relief from the congestion and high cost of 
borrowing in securities markets. 

By continuing to permit a significant rise in the liquid asset holdings of the 
banking system, the Bank of Canada’s operations from April until late summer 
helped to moderate the upward pressure on interest rates. The seasonally 
adjusted ratio of more liquid assets to total chartered bank assets rose from the 
low level of 29.6 per cent in January to 32.6 per cent in September. In addi- 
tion, the Bank made supporting purchases in both the bill and bond markets 

during the second quarter. After mid-year the growth of bank loans 
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CHARTERED BANK ASSETS’ 


Average of Wednesdays — Billions of Dollars 


Ratio Scale 






TOTAL MAJOR ASSETS 


accelerated, and given the prospect of 
some revival of demand strength and 
no slackening of the upward pressures 
on costs, the Bank of Canada began 
in September to slow down the expan- 








a (8 sion of the banking system, allowing 
18 ig the growth in bank loans to put signi- 
NON-GOVERNMENT INVESTMENTS ficant pressure on bank liquidity. The 

Lg 14 more liquid asset ratio declined steadily 
from its September peak to 29.7 per 

2 7 cent in January 1968. Short-term 
cli hata money market rates rose sharply. The 

6 — Bank Rate was increased by %2 per 
cent effective September 27 to a level 

of 5 per cent and to 6 per cent effective 

ae Mithmetic Seale ae November 20, immediately following 


MORE LIQUID ASSETS 
As a Percentage of Total Major Assets 


the devaluation of sterling. On Janu- 
ary 21, 1968 the Bank announced that 
in the light of recent developments in 
the exchange market the Bank Rate_ 
was being raised to 7 per cent. By) 
the end of February yields on Gov- 
ernment of Canada securities through 
all maturities from 91-day treasury bills to long-term bonds were in a range 
from 612 to 7 per cent. ; 

Operations by the Bank of Canada in Government of Canada securities’ 
during each month of 1967 are summarized in Appendix Table I. A net 
amount of $233 million of securities was acquired over the year in market 
transactions, and other transactions resulted in a further net increase of $101 
million in the Bank’s portfolio of Government securities. The growth in the 
main assets and liabilities of the Bank are summarized in Appendix Table I. 
This growth was influenced by the changes in the banking legislation which 
gradually lowered the minimum cash reserves that must be maintained by the 
chartered banks. Beginning in July 1967 the reserve required against demand 
deposits was increased by 12 per cent each month while the reserve against 
other deposits was decreased by 1% per cent each month. By February 1968, 
when the new statutory ratios of 12 per cent against demand deposits and 4 per 
cent against other deposits were reached, the average required cash ratio had 
dropped from 8 per cent to 6.5 per cent, involving a required level of chartered 
bank deposits at the Bank of Canada which was $335 million lower than it 
would have been under the former minimum ratio. This meant that over the 
eight-month period the Bank of Canada had to withdraw significant amounts 
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1965 1966 1967 68 
Seasonally adjusted. 
1. Breaks in the series reflect revised treatment of 
general reserves held against losses on loans and 
other assets. 
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of excess reserves from the banking system at a time when the scope for tem- 
porarily supplementing open market operations by transferring Government 
balances from the chartered banks to the central bank was limited by the low 
level of those balances. 


From time to time during 1967 the Bank engaged in temporary swaps of 
foreign currency assets.with the Exchange Fund Account in order to adjust the 
level of Government of Canada Canadian dollar cash balances at the Bank of 
Canada for day-to-day cash management purposes. In addition to remaining 
in continuous contact with securities markets and participating in the weekly 
treasury bill tender, the Bank made purchases or sales of Government of Canada 
securities in the market on about 100 business days in 1967. At the end of 
October the Bank arranged, for cash reserve management purposes, special 
short-term sale and repurchase transactions in treasury bills with the chartered 
banks at Bank Rate. 


Bank of Canada advances to banks were outstanding on 24 business days 
-during 1967 compared with 5 business days in 1966. The daily average for 
the year was $1.1 million compared with $.06 million in 1966. The Bank held 
securities under purchase and resale agreements with money market dealers on 
72 business days during the year compared with 48 days in 1966. The daily 
average for the year was $7.6 million compared with $3.7 million in 1966. 


The Bank of Canada has informed the chartered banks how it will make 
use of two new powers granted to it by Parliament in the 1967 amendments 
to the Bank of Canada Act and the Bank Act. Effective May 1968 the banks 
will be required to maintain their statutory cash requirements on a semi-monthly 
instead of a monthly averaging period. Effective March 1968 the banks will 
be required to maintain secondary reserves (cash in excess of statutory require- 
ments, treasury bills and day-to-day loans) equivalent to 6 per cent of their 
Canadian dollar deposits, with the ratio raised to 7 per cent in April. 


The reasons for preferring the twice-monthly averaging period were outlined 
in the Bank of Canada submissions to the Porter Commission and in its oral 
evidence. Briefly, a shorter averaging period should lead to more sensitive 
chartered bank response to the central bank’s cash reserve management. 


The statutory secondary reserve ratio merely replaces a similar arrange- 
ment that has been in effect by agreement since 1956 and is being continued 
by agreement at the 7 per cent rate until this rate becomes effective on a 
statutory basis. The present circumstances have not been regarded as appro- 
priate ones in which to do away with the secondary reserve requirement, and 
since the Bank has been given the legal power to require that a secondary 
feserve ratio be maintained it has seemed preferable to use this power rather 
than to seek to continue the arrangement by agreement. 
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CHARTERED BANKS AND OTHER FINANCIAL INSTITUTIONS. The policies 
and operations of the chartered banks in 1967 were influenced by the major 


changes in banking legislation which came into force on May 1. 


The interest 


rate ceiling on loans was raised to 74 per cent for the remainder of 1967 and 


removed altogether as of January 1, 196 
originate mortgage loans at current rates of interest. 


8, and the banks were empowered to 


The banks were also em- 


powered to issue debentures with an original term to maturity of at least five 


years which are not subject to cash reserve requirements. 


Deposit insurance 


legislation was enacted early in 1967, under which deposits at chartered banks 
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and other depository institutions are 
insured up to an amount of $20,000. 
Most deposit-taking institutions are 
required to have this insurance and 
to submit to inspection. 

The chartered banks, operating 
ageressively under the terms of the 
new Bank Act, attracted a somewhat 
increased share of the flow of savings 
at the expense of competing institu- 
tions. They introduced non-chequ- 
able savings accounts bearing a 442 
per cent interest return (later raised 
to 5 per cent) and other new types of 
fixed-term deposits with life insur- 
ance or other novel features. It has 
become increasingly common in re- 
cent years for banks and other 
deposit-taking institutions to respond 
to cash drains by offering higher de- 
posit rates in order to attract addi- 
tional savings inflows as an alternative 
to disposing of liquid assets. 


The varying rates of growth 
since 1961 of selected types of finan- 
cial institutions are shown in the ac- 
companying chart and table. It is 
apparent that there have been struc- 
tural shifts in the market shares of 
banks and other types of institutions. 
The chartered banks grew more 
rapidly in 1967 than in 1966 or than 


in the period 1961-65. The other institutions (taken as a group) grew less 
rapidly in 1967 than in the first half of the 1960’s although they appear to have 
expanded about as rapidly as in 1966. 


MAJOR CANADIAN ASSETS OF SELECTED FINANCIAL INSTITUTIONS!” 


Percentage increase 











Millions 
of dollars Average 
Dec. 1967 1962-1965 1966 1967 
Non-bank financial institutions 
Quebec savings banks................. 487 6.3 V2 8.7 
PUSKCOIMDAINCS = 280. le eee . wesc: 4,180° Tis gg: 13d 10.5° 
Mortgage loan companies.............. 2,4348 19.7 ois T0e 
Sales finance and consumer 
ldaleomNaneSetaag sce ees eee 3.9800 15.8 1.4 LSS 
Caisses Populaires Desjardins 
MCE UCDOC Mer nee he oko ete ron ase ae 1,479 H3 125 13.6 
SUD Otee iat creat et sec ee 12,565 Pel vel ish 
En artenCGsDANKSO) an. cee. Wee cee on: 22,893 tes 6.5 14.2 
“JISC aig ea aa a ae 35,458 10.3 6.7 11.5 
e: Estimate. 


0} Excludes fixed assets and investments in subsidiary or affiliated companies. 
(2) Includes in some cases relatively small amounts of foreign currency assets.  =§= ss 
(3) Foreign currency assets of the banks are included net of their foreign currency liabilities. 


In the first nine months of 1967 the total Canadian and net foreign currency 
assets of the chartered banks increased at a seasonally adjusted annual rate of 


16.4 per cent, more than double the 
1966 rate of increase. In the final 
quarter of 1967, however, the growth 
of the banks’ total assets slowed mark- 
edly as their holdings of liquid assets 
declined. Apart from a temporary lull 
in early summer, the banks’ Canadian 
dollar loans increased at a rapid rate 
throughout the year. 


The chartered banks’ business 
loans increased at a seasonally adjusted 
Tate of 3.8 per cent in the first half of 
1967 and 20.1 per cent in the second 
half. The more rapid growth in the 
second half was partly the result of 
greater activity by the banks in the 
field of longer-term business financing. 
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CHARTERED BANK LOANS’ Term loans outstanding under author- 
Billions of Dollars 4 izations of $1 million and more ac- 
14 counted for 8.7 per cent of total business 

loans at the end of 1967 compared with 

i2 4.3 per cent a year earlier. This up- 

surge in term lending by the banks is 

one of the reasons why bank loans to 

2!0 business rose much more strongly in 
~|’ Canada than they did in the United 
2 States in the second half of 1967. An- 
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8 Sm Te 3 other reason for the relative strength of 
Month-end bank loans to business in Canada may 

: _| have been the somewhat earlier and 
| stronger resumption of business inven- 








UNSECURED 


fe aLtTGANS tory growth in this country. 





Month-end . . 

9 2 As in recent years, the growth in 
Stat | 1967 in outstanding loans under large 

1965 1966 1967 68 lines of credit was much more rapid 
Seasonally adjusted. than the growth in loans under smaller 


1. Breaks in the series reflect revised treatment of 
general reserves held against losses on loans and authorized lines. 
other assets. 


CHARTERED BANK BUSINESS LOANS OUTSTANDING 
BY SIZE GF AUTHORIZATION 
| Percentage increase 


Millions 
of dollars Average 
Dec. 1967 1962-1965 1966 1967 
der SLUU 000s vacctrsniot ae ao L531 6.3 —49 2.4 
S100 000 €0:°39099 999.0 ayaa em oe 1,812 1-9 0.9 0.4 
VEC TUAPULO, Uh Re 2: Ee Nes Rane eg Naum 1,657 17.0 8.8 7.4 
Vero NON: Oo cided eh aes 1,919 19.6 33.6 44.5 
OPAL Gack A ete See ee uni 6,919 12.4 6.9 Luk 


Chartered bank activity in the personal loan area was also intensified in 
1967. Under stepped-up promotion, unsecured personal loans rose by 21 per 
cent in 1967 compared with just under 10 per cent in 1966. 


Gross residential mortgage loan approvals by the banks during the year — 


(excluding approvals by mortgage company affiliates of banks) amounted to 





} 


more than $200 million. By year-end the chartered banks’ disbursements — 


under conventional mortgage loans approved during 1967 totalled $91 million, 
and the outstanding amount of National Housing Act mortgages in their port- 
folios had stabilized, after declining steadily for several years. 
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The counterpart of the growth in credit extended by banks and other 
financial institutions in 1967 was a corresponding growth in the public’s holdings 
of deposits and similar claims on institutions. In 1967 the total of currency 
and all types of chartered bank deposits denominated in Canadian dollars rose 
by 14.0 per cent compared with 6.7 per cent in 1966. If Government deposits 
are excluded, the increase was 16.1 per cent compared with 6.5 per cent a year 
earlier. On the strictest definition of private money holdings—currency plus 
demand deposits at chartered banks—the increase was 8.0 per cent compared 
with 7.9 per cent in 1966. In both years the increases in demand deposits were 
inflated to some extent by the growing practice of banks requiring their deposit 


and loan customers to maintain stipulated minimum “compensating” balances 
with them. 


An unusually large growth in currency holdings during 1967 reflected in 
part the increased cash balances required for travel in connection with Expo 


and other Centennial activities as well as the demand by collectors for the Cen- 
tennial currency and coin sets. 


Demand deposits were the only 









category of publicly-held deposits CURRENCY AND CHARTERED BANK 
with the chartered banks to grow repair hte 

less rapidly in 1967 than in 1966. Average of Wednesdays — Billions of Dollars 
Personal savings deposits at the char- Ratio Scale ane 
tered banks rose strongly through- 22.0 
out the year, reflecting the high level 20.0 20.0 


of personal saving and the attrac- 
tiveness of the banks’ new non-_ |8- 
chequable accounts, which made up 
about a quarter of personal savings 
deposits by year-end. 


The total of Canadian dollar 9%? 
term and notice deposits and foreign 
currency “swapped”* deposits at 4.5 
chartered banks rose by about 40 
per cent in 1967, with the interest 
Tates offered by the banks on such 
deposits maintained at very attrac- 

tive levels compared with rates of re- 
turn available on alternative outlets 25 
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rbistittiitiitiy 


_ bank has undertaken through a forward con- 5 7 
_ tract to convert back into Canadian dollars at ee ; ee ee & 
| Maturity, Seasonally adjusted. 
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for short-term funds including market securities. The growth in the banks’ 
non-personal term and notice deposits varied considerably over the course of the 
year. From August to October the banks competed vigorously for Canadian 
dollar fixed-term deposits, and both the amount of such deposits and the interest 
rates paid on them rose to record highs: some banks were reported to have paid 
rates in excess of 7 per cent for very short-term deposits. In early November 
the banks became less aggressive in bidding for short-term funds, and their 
term deposits began to decline. There was, however, a rise in the banks’ 
foreign currency “swapped” deposits during this latter period. 


GENERAL PUBLIC HOLDINGS OF CERTAIN FINANCIAL ASSETS 











Millions Percentage Increase 

of dollars CETTE eee 

Dec. 1967 1966 1967 
CUNLCUCY etree oe Re es ee Soha * 5 Sea ae Lika 6.0 10.0 
Chartered bank demand deposits................... 5,566 8.8 (ER 
Quebec savings banks’ deposits .................... 456 4.7 8.3 
Caisses Populaires Desjardins de 

OUGDEC COPOSItS cee re oye as oh asta 1,293 ley. 12.7 
Trust and mortgage loan company 

demand certificates and deposits................. 1,486° —.9 Lge 

SUD Olduseaen aie eatin cote weet Lt 11,540 6.8 7.6 
Chartered banks 

— personal savings deposits..................... 11,630 5:2 14.7 

— non-personal term and notice deposits.......... 3,002 Ihe, 47.3 

— foreign currency deposits of residents 

sree S WADDEU snore Aalst te etimol Saek oie 8 Pe 894 46.8 12:2 
Ps OUICT: er pti eat A aie cia chne, ay eee 1,091 23.6 30.8 
Finance company short-term paper : 

Held ValesientSes nec namin ier. wea 661 16.5 5.4 
Other commercial paper held by residents........... 246 11.6 34.4 
Provincial and municipal short-term paper........... 370° 20.0 7, inh 
Bankers “acceptances, 426 a, fete Or S svn sox alee: Gow 12.8 —10.1 
Canada oavingS BONUS es teatro at ae ne ae 6,319 3.8 3.8 
Trust company investment certificates............... 2,/79° 207 14,8 
Mortgage loan company debentures................. 1,642° 8.3 10:5 

ROlAl sediment eee tent eter ca: ace 40,975 8.1 13.0 








e: Estimate. 
(1) This table includes relatively small amounts of some items held by non-residents. 


The above table compares the growth in public holdings of various types of 
liquid assets. It is clear that assets held primarily as working balances, such as 
currency and demand deposits, grew much less rapidly in 1967 than did holdings 
of interest-bearing liquid claims. 

While bank deposits rose rapidly in 1967 in the United States as well as in 
Canada, the increase was relatively larger in this country where structural 
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changes stemming from the new Bank Act resulted in an unusually large growth 
of interest-bearing bank deposits. The rate of deposit growth of non-bank 
intermediaries, on the other hand, was much higher in the United States in 1967 
than in 1966; it did not rise significantly in Canada. 


SECURITIES MARKET FINANCING. As shown in Appendix Table IV, 
net new issues of Canadian-debtor bonds taken up in the domestic market or 
abroad in 1967 (excluding purchases with government pension plan funds) were 
roughly 45 per cent greater than in 1966. ‘There was a very large increase 
in net new issues of market bonds and treasury bills by the Government of 
Canada. Provincial and municipal governments and their agencies increased 
their total bond financing substantially as well; and while a large share was pur- 
chased with Canada or Quebec Pension Plan funds, the amount of such issues 
taken up through market channels was considerably higher than in 1966. Cor- 
porate bond issues were a little lower than in 1966 and much below the total 
for 1965. 

There was a large increase in the total amount of net new issues de- 
nominated in foreign currencies in 1967, particularly issues of provincial and 
municipal governments. Retirements by the Government of Canada of its 
foreign-pay bonds outstanding were smaller than in 1966. New foreign-pay 
issues of corporations declined. 

The increase in domestic issues was more than accounted for by the federal 
government. The banking system added substantially to its holdings of Govern- 
ment of Canada issues, while other finan- 
cial institutions in Canada absorbed re- sora mah lita 
latively large amounts of corporate, 
provincial and municipal issues. The 
amount of common and preferred stock 
issues by Canadian corporations de- 
clined moderately in 1967 and short- 
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term paper outstanding showed a some-_ 6 
what smaller increase than in 1966. __ 

The proportion of new bond issues | A : 
sold in the New York market was in- | : 
fluenced both by relative borrowing Bo ci "i 
costs and by availability considerations.  * 
Yields on long-term issues of prime bor- | a ee hee cede laa! 
rowers rose strongly in both markets O55) i 
from the end of the first quarter on- Oo dicen pins eet fe 
ward, with the interest differential little I. ae yield on ares aearieeh St 
changed from what it was during most HA Hoe eee ee at, 
of 1966. 2. Moody’s Investor’s Service Inc. average yield on 


public utility bonds. 
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MORTGAGE MARKET FINANCING. There was a substantial recovery in 
residential mortgage lending in 1967 from the abnormally low level of the 
previous year, as may be seen from the table below. NHA mortgage ap- 
provals were at a high level in the first half of the year: the usual autumn direct 
lending programme of Central Mortgage and Housing Corporation was advanced 
into the spring and in addition approved lenders made an extraordinary volume 
of NHA loan commitments in March in anticipation of an imminent reduction in 
the NHA interest rate ceiling. In the second half of the year private mortgage 
lenders’ commitments were almost as large as in the first half of 1967 and much 
larger than in the second half of 1966. Total mortgage loan approvals were 
also greater in the second half of 1967 than in the second half of 1966 even 
though CMHC’s direct lending programme for 1967 had been shifted to the first 
half of the year. The pattern of mortgage lending in 1967 was affected by the 
entry of the banks into this field on a large scale. Mortgage approvals by 
traditional mortgage lenders were only slightly higher than in the previous year, 
while chartered bank approvals rose sharply to reach a total in excess of $200 
million during 1967. The supply of mortgage money was also affected in 1967 
by the somewhat slower rate of asset growth of life insurance companies and 
some reduction in the proportion of their assets held in the form of mortgage 
loans. 


MORTGAGE LOAN APPROVALS 
(millions of dollars) 


Private lending institutions 
Conventional mortgages 


Residential 





Non- ec ecoernemtaen nre ernoat Total 

residential Existing New NHA private CMHC) Total 

WOGS te eae ee 507 640 812 353 oie 376 2,688 
POG ie he Te ee 581 749 902 320 Zoe 483 3,035 
TIBO Ne catc.e eas 382 471 574 191 1,618 561 2,479 
1967 G8 Wee ke 379 655 744 356 2,134 669 2,803 
1966-First half....... 218 280 346 132 976 141 Eli? 
Second half.... 164 191 228 29 642 420 1,062 
1967-First half....... 187 311 382 219 1,099 452 155! 
Second half.... 192 344 362 137 1,035 217 1252 


(1) Includes small amounts of loans on existing properties starting in April 1965. 


Rates on conventional residential mortgages in January 1968 were about 
8%4 per cent compared with about 8 per cent a year earlier. (Changes in 1967 
in the method of establishing the maximum rate on NHA mortgages are dis- 
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cussed on page 35.) In the first months 
of 1968 most NHA loans were being 
made at rates in the 8-812 per cent 
range, somewhat below the legal maxi- 


MORTGAGE MARKET INTEREST RATES 


Per Cent 






PRIME CONVENTIONAL 
RESIDENTIAL MORTGAGE RATE 


mum of 8% percent. The increase in 4 
mortgage rates since the spring of 1967 
has been roughly comparable with the mie a 
rise in prime corporate bond yields over 
the same period and with the increase in 
yields on short-term money market in- 
struments (against which the deposit 


fe leo COMPANY 
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lenders compete in seeking to attract 1965 1966 (967.68 


1. Previous to Dec. 1965, last Wednesday of month; 
funds ) . from Dec. 1965, average of Wednesdays. 
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CONSUMER FINANCE. Total consumer credit outstanding increased in 1967 
at about the same 81% per cent rate as in 1966, significantly below the 14 per 
cent rate of 1965 and 1964. Consumer credit balances of sales finance com- 
panies showed some decline during the year, while unsecured personal loans on 
the books of chartered banks grew by 21 per cent, double the rate of 1966. 
Other lenders continued to expand their consumer loans at much the same rate 
as they had during 1966. In contrast to most other interest rates, those charged 
on consumer loans seem to have changed but little during 1967. 


In the course of the year provincial and federal government legislation 
came into effect requiring disclosure on a consistent basis of the costs of credit 
extended to personal borrowers. The provisions of the Bank Act concerning 
disclosure which came into effect in October 1967 cover all personal loans up 
to $25,000. As a result of co-operative efforts between sales finance companies 
and the Investment Dealers’ Association, there was also a substantial extension 
of the information disclosed to investors regarding the operations of these 
companies. 


BUSINESS FINANCE. Business investment in plant and equipment and in 
additions to inventory declined in 1967. The aggregate internal cash flow of 
business corporations (retained earnings plus capital cost allowances) remained 
virtually unchanged, however, so that the net amount of external funds re- 
quired to finance capital outlays in 1967 apparently declined by several hundred 
million dollars compared with 1966 requirements. It is rather surprising, 
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therefore, that the identified amount of new borrowing by non-financial business 
from institutional and market sources in 1967 shows a considerable increase 
from the 1966 level. This is illustrated in the table below which does not, 
however, include borrowing from non-market sources, for example direct 
investment from abroad. A significant part of the 1967 borrowings shown in 
the table may have been used to pay down other forms of short-term business 
debt or to rebuild business holdings of liquid assets (which were depleted in 
1966) as a hedge against renewed tightening of credit conditions. 


MAJOR SOURCES OF INSTITUTIONAL AND MARKET 
FINANCING BY NON-FINANCIAL BUSINESS 


(millions of dollars) 


1965 1966 1967 
Increases in: 
Chartered bank loans in Canadian dollars ........ 849 505 1,087 
Chartered bank loans to residents in 
foro Gn CUITeNncies a see ty oe CE 258 98 — 95 
Sales finance company loans..................... 318 — 234 i 
OUiertermdOanSe ces eee oe ct ule | 28 44 eT 
Non-residential mortgages....................... 382 271 162 
SEV ets eR late isi Seip ees ny OE 1,835 684 1,206 
Net new issues of: 
Commercial paper and bankers’ acceptances....... 17 51 ro) 
BARES reieeii pS een aye sel Sree a Bape 959 793 693 
SOCKS es cess en ee ent ut ee The ea 336 534 305 
SVE CG) BRE Rens Sh Re ae 2 isi? 1,378 1,025 
1121S MSI fy. 0 Ay chore Beit aiyt 3,147 2,062 2,231 


e: Estimate. 
(1) Total business loans excluding provincially guaranteed loans to utilities plus loans to farmers and grain dealers. 


The composition of business borrowing has varied markedly during the 
past three years. In 1967, as in 1965, the amount of funds raised through 
bond and stock issues and commercial paper sales was substantially less than 
the amount of loans obtained from financial institutions, whereas in 1966 credit 
obtained from such intermediaries was substantially less than securities market 
borrowing. 


Sharp changes in the outstanding amount of chartered bank and finance 
company loans to business accounted for most of the fluctuation in loans from 
institutional sources. About 45 per cent of the increase in chartered bank loans 
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to business in 1967 took the form of term loans under authorized lines of 
credit of $1 million or more. Business borrowing from sales finance companies 
which had fallen sharply in 1966 increased again in 1967. 


GOVERNMENT FINANCING. The government sector substantially increased 
its recourse to financial markets in 1967; in contrast to the previous year, the 
Government of Canada accounted for the largest part of the increase. The 
sources of government financing are summarized in the following table. 


SELECTED SOURCES OF FINANCING: FEDERAL, PROVINCIAL AND 
MUNICIPAL GOVERNMENTS AND THEIR ENTERPRISES” 


(millions of dollars) 


1965 1966 1967 
Government of Canada 
Increase in securities outside 
government accounts held by: 
bank. Ol, Canadder ac. crittiues os ane Galen Ook 357 l 334 
SeCHAaTtereGwWalKSiy. te ict. a ait ae 19 167 740 
= Conefal DUDIICH sae ie. eee ee eae oe —215 — 23 — 142 
SUD-LOLA ere Noten tit ea BG yd ane egee. 161 139 932 
Increase (—) in government cash balances........ — 147 — 49 298 
Total Government of Canada financing.......... 14 90 1,230 
Provincial and municipal governments 
Increase in loans from: 
mr CRALOLECIDANKS i .2 cece ca veer) oh e oe 230 139 124 
=—— CMHGcand:NDER Ss seer hoes 126 181 164 
Increase in short-term paper outstanding.......... 90° B06 70° 
Increase in outstanding bonds: 
— purchased out of Canada and Quebec 
Pension piantundse vw ee ee ~ 601 825° 
— foreign currency issues................... 267 423 821 
OS Ol ern Pare er ate rit, Uh ee cele aes 733 808 747 
SUD LOLA aha craetnp yah ov ee eee eek 1,000 1,832 2,393 
Total provincial-municipal financing ........... 1,446 2,202 2,751 


e: Estimate. 


(1) To obtain a consolidated total of federal plus provincial-municipal financing, loans from Central Mortgage and Housing Corporation 
and the Municipal Development and Loan Fund to the provinces and municipalities would have to be eliminated, as well as changes 
in provincial-municipal holdings of Government of Canada securities including Government of Canada securities purchased with 
Canada and Quebec Pension Plan funds, in order to avoid double-counting. 


(2) To the extent that provincial government accounts purchase provincial or municipal securities the total of provincial-muni- 
cipal financing is overstated. 
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The Bank of Canada and the chartered banks made net purchases of 
Government of Canada securities of $334 million and $740 million respectively 
in 1967 while the general public reduced their holdings by $142 million despite 
net purchases of $229 million of Canada Savings Bonds. The remainder of the 
Government of Canada’s requirements was met by a reduction in cash balances 
of $298 million. The increased requirements of the provinces and municipali- 
ties and their enterprises were met largely by the higher receipts available from 
the Canada and Quebec Pension Plans and by a larger volume of security issues 
in the United States. Net new issues of municipal securities increased by $116 
million in 1967 but this was more than offset by declines in municipal borrowing 
from the banks and from the Municipal Development and Loan Fund. With 
some provinces assuming increased responsibility for the financing of municipal 
activities, higher municipal requirements were reflected in larger provincial 
borrowing. 


During the year governments at all levels experienced increasing difficulty 
in financing their expanded activities by sales of bonds to the Canadian public. 


Provinces and municipalities turned heavily to the United States capital market _ 


for additional funds. The tax increases proposed in the Government of Can- 
ada’s November budget, and the restraint on the growth of Government ex- 
penditures, were designed in part to ease the strains on the capital market. 


The increase in the over-all financial requirements of the Government of 
Canada in 1967 (see Appendix Table III) resulted from a greater rise in 
expenditures than in revenues, and from a further increase in the Government’s 
major loans and advances; the increase in the latter was less than in 1966, 
mainly because of reductions in the amount of new funds needed for the 
Municipal Development and Loan Fund and for Expo. There was a larger 
net use of funds in connection with the Government’s foreign currency trans- 
actions which moved from being a net source of Canadian dollars in the amount 
of $583 million in 1966, when the Government was selling foreign currency 
assets, to being a net user of funds in the amount of $95 million in 1967, 
when holdings of such assets increased. 

The net revenue-expenditure position of provincial and municipal govern- 
ments as a group improved somewhat in 1967; the increased demand for funds 
by these governments was due to the rising capital investment programmes of 
their Crown enterprises and to greater provincial lending to the private sector 
for industrial development, farm credit and residential construction. 
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PUBLIC DEBT MANAGEMENT OPERATIONS. The Government of Can- 
ada made seven offerings of new marketable bonds during 1967, the last of 
which was delivered in January 1968. The total of marketable direct and 
guaranteed bonds delivered in 1967 amounted to $1,935 million while out- 
standing issues of $1,614 million matured or were cancelled, leaving a net 
increase in outstanding market bonds of $321 million. Canada Savings Bonds 
outstanding at the end of 1967 were $229 million higher than a year earlier 
while the sale of treasury bills during the year increased the amount of these 
securities outstanding by $285 million. There was a special issue of 303-day 
bills on February 1 for $100 million and a 364-day issue on December 1 for 
$125 million to refund the former issue and provide $25 million of new 
money. Starting in March 1967 small amounts were also added at weekly 
tenders from time to time to the total of outstanding 91-day bills. 


The table on page 62 summarizes the new issues and refundings of bonds 
during the year and also shows the yield and term to maturity of each new issue. 
On balance the term to maturity of bond issues tended to shorten during the 
year and the average yield increased. 


Faced with high and rising interest rates over most of the year, Government 
borrowing operations were planned to raise funds without placing undue upward 
pressure on the long end of the market. The practice of providing a certain 
amount of leeway in the amount of new offerings, which was started in the 
December 15, 1966 issue, was continued in 1967. All issues but those on 
August 1 (and $125 million of the April 1 issue) were offered in amounts that 
could be varied by 10 per cent above or below the amount initially announced. 
The October and December issues offered an exchange option; holders of these 
relatively short-term securities are allowed to exchange them at par for bonds 
of 26-year and 27-year terms respectively at any time up to one year before 
their original maturity. On one occasion when new issues were announced, 
the Bank of Canada stood ready to purchase bonds of the newly issued short- 
term tranches in exchange for existing longer-term issues held in its portfolio on 
terms which were announced at the time of the offering; this widened the choice 
of issues available to investors in the offering. 


The 1967 series of Canada Savings Bonds offered the same interest yield 
to maturity as the 1966 series but increased the initial coupons from 5 to 5% 
per cent. Corporations and other businesses, churches, charities and other 
associations were made eligible to purchase Canada Savings Bonds for the first 
time and the maximum amount permitted for each purchaser was increased 
to $50,000. 
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SUMMARY OF DIRECT NEW ISSUES AND REFUNDINGS 
GOVERNMENT OF CANADA MARKET BONDS 





Amount Amount 
delivered refunded 
(millions (millions 
of dollars Years to Yield to of dollars 
Date issues effered par value) maturity maturity par value) 
1967 
Feb. 1 516% Oct. 1, '75 70 8 yrs. 8 mos. 5.70 
516% Aug. 1, '80 30 13 yrs. 6 mos. LWA 
534% Sept. 1, '92 50 25 yrs. 7 mos. 5.69 
150 - 
Apr. 1 416% Apr. 1, '68 175 1 yr. 4.66 
57 Oct, 1) 773 200 6 yrs. 6 mos. 5.21 
514% May 1, '90 125 23 yrs. 1 mo. 5.48 
500 320 
June 1 414% June 15, '68 160 lyr. 14mo. 4.60 
5% July 1, '70 100 3 yrs. 1 mo. 5.09 
516% Dec. 1, '74 100 7 yrs. 6 mos. 5.67 
360 325 
Aug. 1 5% Oct. 1, 68 20 lyr. 2 mos. 5.44 
516% Apr. 1, 69 70 lyr. 8 mos. 5.56 
6 % Dec. 15, '71 85 4 yrs. 41% mos. 6.06 
175 is 
Oct] 434% Dec. 15, '68 125 lyr. 214 mos. 5.61 
516% Dec. 15, 69 175 2 yrs. 214 mos. 5.86 
6% Apr. 1, °71® 225 3 yrs. 6 mos. 6.00 
525 525 
Dec. 1 614% Dec. 1, '73 225 6 yrs. 6.35 105 
1968 
Jan. 15 6% Feb. 15, '70 250 2 yrs. 1 mo. 6.20 
6% Dec. 15, 71 200 3 yrs. 11 mos. 6.44 
450 400 


(1) Exchangeable on or before Apr. 1, 1970 into equal par value 6% bonds due Oct. 1, 1993. 
(2) Exchangeable on or before Dec. 1, 1972 into equal par value 614% bonds due Dec. 1, 1994. 
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FINANCIAL TRANSACTICNS OF CANADIANS WITH NON-RESIDENTS. 
The net use of non-resident savings by Canadians declined from $1,137 million 
in 1966 to $425 million in 1967. Ordinary capital transactions in 1967 pro- 
duced an inflow of $506 million while special purchases of U.S.-pay bonds by 
the Government of Canada amounted to the equivalent of $63 million. Official 
reserves rose by $18 million. In 1966 ordinary capital transactions had pro- 
duced an inflow of $960 million, special purchases of U.S.-pay bonds amounted 
to $182 million and official reserves declined by $359 million. Details of the 
main transactions in the capital account are given in the table on page 64. 


Foreign direct investment in Canada amounted to $540 million in 1967 
compared with $710 million in the previous year. Deliveries of new issues of 
Canadian bonds sold to non-residents in 1967 amounted to $1,274 million, 
$135 million less than in 1966. New offerings rose in the first quarter of 1967 
from the fairly low levels prevailing in the second half of 1966. In the second 
quarter offerings were boosted by some large issues offered for deferred delivery. 
Following a mid-summer lull, activity in the new issue market picked up in 
September and remained high until late in the year. Owing to differences of 
timing, deliveries were considerably less than offerings in 1967, and the total of 
undelivered new issues was much higher at year-end than it had been twelve 
months earlier. 


NEW ISSUES OF CANADIAN BONDS 
SOLD TO UNITED STATES RESIDENTS 


(millions of Canadian dollars) 


By date By date Undelivered at 
of offering of delivery end of period 
1966 
PO rer woe. cette oes 351 512 ey 
Del cae aie ries tteetetss 386 350 193 
CEO Beem Ash eres Laat DAS 301 107 
rnd ee algae IO RoR eee 210 195 i277 
1967 
Pe ee er pee 357 312 167 
7A ORE SR SEIT tr ek OE 487 282 372 
oh (Uae Meee: EE 330 257 445 
rt ORE eran 5 JEL a 286 367 364 


Transactions in outstanding securities gave rise to less capital outflow in 
1967 than in 1966. The pattern of trade in outstanding Canadian stocks, which 
had resulted in substantial capital outflows since 1962, was reversed at mid-year 
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CANADIAN BALANCE OF INTERNATIONAL PAYMENTS 
(millions of Canadian dollars) 














1866 

Current Account Balance — 1,137 
Capital Account Transactions 
Direct investment 

foreign investment in Canada... le. 710 

Canadian investment abroad®......0.0...0... — 20 
Canadian stocks 

FELT anSACllOnS Ge bet can ek one tect tele — 88 
Canadian bonds 

TUE SS TS Si 2s NII I i ee ap a 1,409 

special repurchases of Govt. securities......... — 157 

othermetrements. ake. a. ie A ee, .... — 340 

net tcadelin outstangings: 2). adlens «noc cde — 103 
Foreign securities 

Government purchases of IBRD bonds......... — 25 

other transactions......... Pes Re — 398 
Columbia River Treaty 

MEL LCANISOCUONS Weak rn a den a ee 32 
Export credits 

NEITPAUSaCtIONS Genital aa an (at ectowet an oe — 47 
Foreign currency flows through the 

GCanaciall Danks er. casa te oer oko eet ook — 467 
Canadian finance company paper................ —_ 4 
Canadian finance companies’ other 

SHOM- TELM ODN POTIONS 4... cee. aes oc etsete 154 
Other long and short-term capital............... 122 

Total capital account transactions............. 778 
Changes in reserves and IMF position 

Official holdings of gold and foreign exchange... — 462 

Nel positron, WIG: Mien, oe ere eee ia ae, 103 

VE Et DG sed, Ste A OL ee SEC RELATE — 359 








(1) Exclusive of undistributed earnings. 


1967 


—425 


540 
= 50 


93 
1,274 
— 43 
—313 
— 56 


— 20 
— 328 


44 


107 


— 400 


17 


50 


— 59 


19 


— 232 


21 


— 361 


Note: A positive figure indicates an infiow of capital into Canada, and thus an increase in Canadian liabilities or a decreasein Canadian 


assets. A negative figure indicates the reverse. 
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and produced an appreciable inflow in the second half of the year. Outflows 
from trade in outstanding Canadian bonds and from trade in foreign securities 
which had become large in 1966 were both smaller in 1967. Offerings of new 
issues of securities in Canada by foreign borrowers continued to be officially 
discouraged, as were purchases by Canadian investors of “off-shore” securities 
of United States corporations, that is, the securities of United States corpora- 
tions or their non-Canadian subsidiaries which would be subject to the United 
States Interest Equalization Tax if purchased by United States residents. 


In 1967 export credits produced net repayments to Canada following sub- 
stantial outflows in the preceding five years. Repayments under existing export 
credit contracts, some in advance of maturity, grew rapidly and exceeded the 
reduced rate of new extensions by $107 million. 

The outflow from short-term capital transactions was appreciably larger 
in 1967 than in 1966. There was a continued reduction in non-resident 
holdings of Canadian finance company paper, a smaller increase in foreign 
holdings of other short-term obligations of finance companies, and a substantial 
swing in short-term capital flows through commercial trade credit. During most 
of 1967 there was less interest-rate incentive on a covered basis for United States 
investors to buy Canadian short-term paper than in 1966. 


Capital outflows through banking transactions in foreign currencies fell 
from $467 million in 1966 to $400 million in 1967. In 1967 there were sub- 
stantial flows to the United States and Britain. Some of these funds came from 
other overseas countries and the remainder came from the banks’ transactions 
with Canadian residents. = ee NS 


In 1967 Canada continued to wofk >) OFFICIAL HOLDINGS OF GOLD AND 
to a target level of U.S. $2,550 million U.S. DOLLARS AND NET CREDITOR 
; ; : POSITION WITH THE I.M.LF. 

for its foreign exchange reserves, In-_ st r 
cluding for this purpose its net creditor eRe’ Pee re 
position with the International Monetary A Rmeacetl wk pale ae 

Fund; the target had been reduced in Ste 

1966 from the figure of U.S. $2,700 
million set in 1963. This reserve ar- 


rangement was part of an agreement 


I | 
Aw ngnognnteal oe 
Anon Babe hananne ne 
: -tctration 21 HHAA HABHAHAHGa aa oe 
with the United States Administration ABA a WAH AO AHH AE ab 
° , : Ann Unnonneg nny H 
which provided that new issues of long- AY ; A AAU , , j , Ab ; y 4 
ee : ° anges 5 g MnO 4 
term securities by Canadians in the | gang pode oueee be 
United States market should be exempt | 
from the Interest Equalization Tax and , 
from the United States guidelines affect- 0 0 
° ° ° ° . Mar. J S$ D M Jj $ 12] Feb, 
ing non-bank financial institutions. 1966 1967 1968 


CHARTERED BANK FOREIGN CURRENCY ASSETS AND LIABILITIES 
WITH NON-RESIDENTS! 


Monthly — Billions of Canadian Dollars 


WITH ALL NON-RESIDENTS WITH UNITED STATES RESIDENTS 


ASSETS 








ASSETS 





LIABILITIES 





























































| 6 | | | 
he A) ee 
KX nS ‘ p 
Sy LPI STIS ERO COOOO 
Stn NUT ASSETS SOS XXX RSG 
Ce NET ASSETS | WARK XK XX) | iS 
0 KSPR ace LS KOON 0 OK EPE RAR IT 0 
1965 1966 1967 1965 1966 1967 
WITH BRITISH RESIDENTS WITH OTHER NON-RESIDENTS 
on fs 2 2 
: LIABILITIES — 
| | | 
I | ASSETS | na 
al si naomi aah EOL 
fa. Cf LIABILITIES 
Sule: OAKES VY = | LG | 
0 Ca SINEL ASSETS EN ORR 0 Lil | 
1965 1966 1967 1965 1966 1967 


1. Assets and liabilities carried on the books of head offices and branches in Canada. 


With a view to keeping Canada’s reserves near the agreed target the Govern- 
ment of Canada in 1967 repatriated U.S. $40 million of its own U.S.-pay 
securities and purchased U.S. $19 million of bonds of the International Bank 
for Reconstruction and Development from United States residents; for the same 
reason the Government had repatriated U.S. $145 million of its own securities 
and purchased U.S. $23 million of IBRD bonds in 1966. At the end of 1967, 
Canada’s reserves were U.S. $2,516 million compared with U.S. $2,499 million — 
a year earlier; official holdings of gold and U.S. dollars rose by U.S. $32 million 
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from U.S. $2,236 million to U.S. $2,268 million while Canada’s net creditor 
position with the IMF declined by U.S. $15 million. 

The spot rate for the United States dollar in the Canadian foreign exchange 
market, which had reached a low point of 1.07% in January 1967, moved 
slightly above the parity rate of 1.08108 in February and stayed close to that 
level until late May. It declined thereafter and reached its lower limit* of 
1.07% in the latter part of October. The rate then rose sharply in January 
1968 and was at or close to 1.0834 throughout February. The forward ex- 
change rate for the U.S. dollar in Canada was at a small premium in January 
and February 1967 and a small discount in March and early April. It rose to 
a substantial premium in October, declined in late November and rose again in 
the early part of 1968. 

In 1967 the Bank of Canada continued to participate in various group 
arrangements for short-term credit between central banks. 

One arrangement entered into in 1966 operates through the Bank for Inter- 
national Settlements and provides for temporary assistance to the Bank of 
England against the impact on Britain’s gold and dollar reserves of declines in 
the sterling balances held by non-residents. The Bank of Canada’s share 
remains at U.S. $60 million as may be needed. A second arrangement entered 
into in 1966 by a number of central banks to provide temporary assistance to 
the Bank of England expired in April 1967 and a similar arrangement was made 
in November under which the Bank of Canada’s share is U.S. $100 million, as 
may be required. In addition, as agent for the Exchange Fund Account, the 
Bank of Canada participated in November 1967 in another group arrangement 
to provide U.S. $15 million as the Canadian share of a short-term credit by the 
Bank for International Settlements to assist Britain to discharge its outstanding 
repurchase commitment of the equivalent of U.S. $250 million on its 1964 
drawing from the IMF. 

In 1967 our reciprocal facilities with the Federal Reserve System were 
increased from U.S. $500 million to U.S. $750 million. This arrangement is 
part of the network of reciprocal short-term facilities created in 1962 between 
the Federal Reserve System and a number of central banks. Under the arrange- 
ment the Bank of Canada drew U.S. $250 million from the Federal Reserve 
System in January 1968. 

On February 26, 1968 the Government of Canada announced that it had 
taken steps to draw U.S. $426 million from the IMF and to place these amounts 
in official reserves. This drawing consisted of Canada’s creditor position in 
the IMF of U.S. $241 million and the equivalent of Canada’s gold contribution 
to the IMF of U.S. $185 million. 


* The par value of the Canadian dollar is U.S. $0.925, which is equivalent to U.S. $1 = Cdn. $1.08108. 
In accordance with Canada’s undertaking as a member of the IMF to ensure that the exchange rates on 
transactions in Canada do not differ from this parity by more than 1 per cent on either side, the 
limits for the U.S. dollar in the Canadian inter-bank foreign exchange market are 1.0714-1.09. 
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APPENDIX TABLE { 


BANK OF CANADA NET TRANSACTIONS IN GOVERNMENT OF CANADA 
SECURITIES IN 1967 


ge 


(delivered basis - par value in millions of dollars) 


Net purchases from (+) or net sales to (—) investment dealers and banks 





Bonds) 
Treasury Sand ‘tillsand under” 

bills under 3to5 5to10 Over 10 bonds PRA 

1 (NEMS OEY. 5a — 3 + 3 - - - _ ~ 
BED iu: rmrenamentes’ od - + 8 - ~ + 1 + 9 +12 
UE Daan er ee ame —9 © +5 ~ - - — 4 —12 
Apr... +51 : : are RIES fuy4 fs 
Wav oan a aie. + 2 - _ + 3 + 34 + 40 + 7 
singh es. +21 — 1 +4 +7 + 52 + 82 —12 
ache. eos - ~ - - ~ _ + 8 
YR Gee nes $00 Fs + 4 ~ —4 - + + 7 — 8 
Son etre hte +53 ~ - - + 1 + 55 - 
OEE. Sites oc ee — 30 o ~ +11 + 2 — 1] - 
LOS RN see aie re —13 ~ - - + 5 — 8 - 
Dec — 18 - - +13 ~ — 4 ~ 
Oval tasth atte. e +58 +16 ~ +42 +117 + 233 - 


(1) Classified by years to maturity at time of transaction. 
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Net transactions with Government and other clicnt accounts 


Net purchases from (-++) or net sales to (—) 





Purchases Net change in holdings 
Sree eres erpastrseert oy are ar uel iat peep hdl adlar tt MU Ma gaeiiotteee begin 
elif side pues pens ee edd, Vi) doomed y Aen 
Pehl on lie 19 - 2 206-8 19 =A Winn (20 meee 
pesegy Teg? : 4 £93) 8 ee 3 520 Wer ee GA eas 
a4 ks : = wa es Ue a f40 eh 3 aS 
2B wlll, RAALAS : é Pony Tae 98 4+ 30°". -4E 60. eon 
+ 29 m : é a 2 22290) set ATs anes 
Je EON le ete 2 3? So dl a, oR ae ety ee ei, 
tad m " : 1908) oes ane: = | ai 
ari? © 4°50 P Py igi ey | = 20 RAT. wy tas 
+ 99 - : S ee 13a) el a fads 
300 a8 " Sat = 15.8 #210 5 GRee 1, ents 
marr fi a 2 = IGT rk = 81 at 1 a0 
+153 + 76 2 — 125 = 6 Ona MTs a ea) MS 
BE awe ned s — 168 —288  —54 132, bee 20a 
ie 


APPENDIX TABLE || 


BANK OF CANADA ASSETS AND LIABILITIES 
(monthly changes — millions of dollars) 


Canadian doilar deposit 








Sere aere sles nee als Habilities 
ree ae ee overt Coretre ca gnarl ay 
1967 
dance — 100 — 80 + 3 + 9 — 158 + 14 — 33 +9 
Feprcces 84 — 54 + 2 — 10 + 13 — 56 + 71 —6 
Mar + 39 — 22 + 2 + 8 + 15 + 79 — 65 —3 
Apr + 88 + 27 + 9 +62 + 52 + 27 +107 +1 
MiaVes) i 3 + 73 + 27, + 2 — 2 + 68 + 1 + 28 +5 
JUNGH 74 + 5/7 — 54 + 2 — 56 + 63 — 3 —114 +3 
Dives 8 — 6 + 76 + 1 + 3 + 62 — 10 + 26 —4 
Aug + 19 — 56 + 1 —3l — ll — 48 — 45 —3 
Sepia. +142 — 23 + 1 —li - + 24 + 83 +2 
Ola a7 — j4 + 20 + 7 — 40 + 10 — 40 + 2 +1 
Nov — 79 + 17 + 2 — 6 + 1 — 102 + 33 +2 
Dec + 25 - + 2 +46 +131 + 64 — 124 +2 
Year +329 — 123 +33 —2] +245 — 49 + 8 +8 
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APPENDIX TABLE JI! 


GOVERNMENT OF CANADA FINANCIAL ACCOUNTS 
(millions of dollars) 


Calendar Calendar Caiendar 
1965 1966 1967 


BudgetanyamalaniGec-senacnter we crtertrots witow v's valde a gieteweh 70 —461 — 645 
Adjustments to National Accounts basis: 
Government employer-employee pension contributions (ex- 
cluding CPP) and interest earnings, less pension pay- 


TERS tes Caw e. Foes ce ane eee wets ee ew tan 342 402 440e 
Unemployment insurance and old age security receipts, less 

CUISHIIISEMMONUS eee ie inte teas: eeere eae ae 240 280 104e 

PUOUeranitistinmenisecs «rece eae ee, Faas «cela — 84 — 97 —219e 

Ty National Accounts palance.<. 2. 25.c..8ess.s.. caver the 568 124 —320¢ 





Net outlays on financial assets: 
Increase in major loans and advances: 





Central Mortgage and Housing Corporation................ 276 456 678 
FASGLOGit COMDOTAUNON ganc opts ncaa swe poten ee 145 167 168 
Export Credits insurance Corporation..................... Al 38 28 
Municipal Development and Loan Fund................... 85 $22 66 
Veterans Land Administration... -. .:...5-..-:-+20.2. 405 21 oi 61 
POG TV OL GCE XAIDIIONY etc ty soe oe oak, caer ag emcee 22 115 68 
ICT a ore eee eess aL ua ian hid hae lea ok Se a am 67 113 198 
Bibetotal ies ares it taeda Gee dean eee 657 1,062 1,267 
Canada Pension Plan receipts less 

acguisitionsio; provincial securities... .. 5... eee - — 69 8 
RelungablescOrporaltony tax. oe ee teen ae 9s ee ee - — 134 — 106 
Corporation tax accruals less collections..................... — 92 — 88 —210 

Foreign currency items (other than debt redemption): 
Advances to the Exchange Fund ........................ 18 — 696 86 
Subscriptions to international agencies.................... 22 226 19 
Change in demand notes payable to international agencies. . 119 — 106 2 
IBRD and Columbia River securities..................0.... — 22 — ] — 12 
Sub-total of foreign currency items................ P27 —583 95 
Ailotser assets and aninues..s) knee ek Meee Lise ya —110 26 —144 
2. Votal outlays on financial assets... J.0c0cn. . swore das eee 582 214 910 


Increase in Government of Canada 
securities outside government accounts 


(including Uris; aodatpavassues) 0 ete ore vac 161 13 932 

Deduct — Increase in government cash balances............. 147 49 —298 

3. sFinancine Clotal 3.00 )Otal Ze Total biG 35. fee eee 14 90 1,230 
e: Estimate, 


(1) Excludes advances made to the Exchange Fund to finance the remission of net Fund earnings to the Government of Canada. 
(2) As on Bank of Canada books. Accounting differences between these and the Public Accounts are reflected in the item “All other 
assets and liabilities’. 
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APPENDIX TABLE IV 


NET NEW SECURITIES ISSUES OF CANADIAN BORROWERS, 
1965-1967 


(par value in millions of Canadian dollars) 


ces cr 


Canadian doliars 


1965 1966 1967 
Government of Canada direct & guaranteed market 
securities outside government accounts............ — 88 79 746 
Ganada Savings Bonds, 4... ence cee. st phe reo 253 223 229 
Provincial and municipal bonds, excluding those 
purchased with Canada and Quebec Pension 
Plantes ye neo. cng: coe tree o Ree areus 733 808 747 
Corporate and otieronds....... 6.0 oo earice eye as bees 986 532 658 
Substotelertcs ..aaeme: Sc ukea en eu cee ee 1,884 1,642 2,380 
Short-term paper and bankers’ acceptances® ........ —74 210 62 
COep orate StOCKSae ace sles the sae te kw es 464 ayy 427 
Total, excluding purchases of provincial and municipal 
bonds with the Canada and Quebec Pension Plan 
DLC Lo ak i os Se AR A Cay eich 2,274 2,429 2,869 
Provincial and municipal bonds purchased with 
Canada and Quebec Pension Plan funds, not 
mciided above 8 i0 oot is eas eso Seer - 601 825 


e: Estimate. 
(1) Converted to Canadian dollars at market rates. 
(2) Includes short term paper issued by provinces, municipalities and their agencies. 


(3) There is a modest degree of double-counting in the total arising out of purchases of other than provincial and municipal bonds 
with Canada and Quebec Pension Plan funds, 
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Foreign currencies) 
1966 





— 163 


601 


1967 


825 
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BANK OF CANADA STATEMENT OF INCOME AND EXPENSES 


(thousands of dollars) 


Income 


On investments (including deposits).....................2. 


BALGENOL INCOME: cee tance es eo mene se cee ee ee 


ERATION Cine. 5 An RMR Ss nS mod oe ara calor 


Operating Expenses 


SELEY TTS ED og ga ne eae en 
Contributions to pension and insurance funds............... 
MUIETS tA ICXDANSES =) cet toe eta oe elects edd se reaie alert 
DPCOROUS MUCOSAL repre BIR iad hak winds sa alee ee tal 
MUCOLS IPOS ANG OXDENSES cig ces os aie ek eins Stew eee 
axes (iuunicipal and DUSINGSS) 9. ¢ ones whe sh a cicsa se ns 
RCMP guards and electric protection...................... 
PSUCANCCI Ee eaatn ane ce aes arte iat ottinds obomen case eee 
Bank notes — production and shipment.................... 
Data processing and computer Costs... . 2 dsa.uGceee cc mea se 
Other equipment and premises (net)...................... 
PFIAIIND OF DUDICALIONS ney oo wu. v5.4). pcan acne Dea ing 
OTAerepc hin grand Stallanenvic & oe a. nes Gee le sw ele eae 
Bastagw and rOxDTCSS.s a tae owen Ange Wally Sate asta e ees 
Perennones and. felegramSie.setes. se ss awh ees eee ye SS 
fave ang transier OXPONSO.s consis cau oe teeenale coe ss 
Interest paid on unclaimed balances....................... 


PH COLMOT LOX DG NCES etait ent te Seco ces Cel ca sion ett ecl nas 


PGtal Gpetaune Ox 0eses cc nue s olne oss te oa eer ee 


Depreciation on Buildings and Equipment 


Net Income Paid to Receiver General of Canada 


(1) The number of staff averaged 1,002 in 1967 and 963 in 1966. 


(2) Includes overtime pay, medical services and cafeteria expense. 


1967 


$193,240 
204 











219 


184 
99 
242 





$115,572 
848 
177,024 





$193,444 








$164,308 
182 





$164,490 





$ 4,889 
549 

266 

20 


155 





$ 13,006 
899 
150,585 





$164,490 








BANK OF CANADA °® STATEMI 











ASSETS 
1967 1966 
Deposits payable in foreign currencies os es 
Pounds sterling and U.S.A. dollars......................... $ 90,641,089 $ 54,906,483 
UINEMCHITONCOS Rem nc. tay uch sc) ee eee 251,509 243,844 
90,892,598 55,150,327 
Cheques on other banks... ee cee 105,583,628 153,208,125 
Advances to chartered and savings banks................... 3,000,000 - 
Accrued interest om Investments... 0.0.0.6... 46,473,690 43,222,855 
investments — at amortized values 
MECASUIY DIS Ol-CANAUG) on. ©... os cs ds aman Ulee baer 538,304,355 409,110,486 
Other securities issued or guaranteed 
by Canada maturing within three years................... 1,269,681,384 1,142,933,992 
Other securities issued or guaranteed by 
Canada not maturing within three years................... 1,940,122,952 1,867,247,287 
Debentures issued by Industrial 
Development Bank — Note ...............0cccceccccecee 270,231,238 239,776,843 
Securities issued by the United Kingdom and 
the United States of Ameri¢a . 4.01.0... <.oc+e0divescnccses. 10,710,303 171,738,732 
4,029,050,232 3,830,807,341 
industrial Development Bank 
Total issued share capital at cost — Note................... 45,000,000 42,000,000 
Bank premises 
Land, buildings and equipment 
~ Cost less accumulated depreciation....................... 17,348,143 16,541,828 
Net balance of Government of Canada 
collections and payments in process ofsettlement .«_—s__—si.. 72,995,671 64,663,751 


Other assets 


re re eR Le INR Oe eee Eh 1,280,080 1,201,760 

$4,411,624,042  $4,206,795,987 

Note: The audited financial statements of the Industrial Development Bank as at September 30, 1967 were issued to the public on 
December 6, 1967. 


L. RASMINSKY, Governor A. J. NORTON, Chief Accountant 
Ottawa, January 31, 1968 


ASSETS AND LIABILITIES 





AS AT DECEMBER 31, 1967 
(with comparative figures as at December 31, 1966) 


LIABILITIES 





1967 1966 

Ceptslpalti upc ae... 6. i ic..c RRs. SETAE $ 5,000,000 $ 5,000,000 
CL Meta Re een, Se eee: oS 25,000,000 25,000,000 
Nates.an circitation 2.005.) FW Ae os cots Enis 2,978,939,617 2,733,633,656 
Deposits 

BOVEININGNl OudanaUdt treet. fee ee hee coe ee ee es hates 42,171,527 34,060,265 

CiArieled DANS <c a. acoc tench tc cose INS ents Lae 1,062,017,745 PALE 259-97.1 

1) SOR AN op TALIA Lote) RUA oT A Ao one OTR © 37,925,605 29,727,708 


1,142,114,877 1,175,045,944 


Liabilities payable in foreign currencies 


Over NmonLOnGandcs och coc bot eater eek & 32,367,592 31,464,061 
PO OL OL Sears MET ORe GHEE Ne crt Pde ia Oe oes 2,450,753 5,460,415 
34,818,345 36,924,476 


4, a eee 9 WE or 224,406,917 229,491,229 


Bank of Canada cheques outstanding 


Other Mabiltties. 6.0.5 uk wr da ice ce ae al a) Sb aR oa ee 1,344,286 1,700,682 


$4,411,624,042  $4,206,795,987 





Auditors’ Report e We have examined the statement of assets and liabilities of the Bank of Canada as at December 31, 1967. 
Our examination included a general review of the accounting procedures and such tests of accounting records and other supporting 
evidence as we considered necessary in the circumstances. In our opinion, the accompanying statement of assets and liabilities 
presents fairly the financial position of the Bank as at December 31, 1967. 


JACQUES RENE DE COTRET, C.A. T. A. M. HUTCHISON, F.C.A. 
of René de Cotret & Cie. of Peat, Marwick, Mitchell & Co. 
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BANK OF CANADA Gheeas 


February 28th, 1969. 


the Hon. E. J. Benson, P.C., 
Minister of Finance, 
Ottawa, Ontario. 
Dear Sir, 

In accordance with the provisions 
of the Bank of Canada Act I am transmitting 
herewith my report for the year 1968 and 


a statement of the Bank's accounts for this 


period which is signed and certified in the 


manner prescribed in the by-laws of the Bank. 


Yours very truly, 


Governor 


ei NU Wendy Ai 
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Some Highlights of the Year 


The performance of the Canadian economy last year was satisfactory in 
many ways, but it was marred by continuing inflation. The period of subdued 
growth which had lasted from the spring of 1966 to the final months of 1967 
gave way to sharply accelerated economic expansion in 1968, led by an ab- 
normally strong demand for Canadian exports. Real output appears to have 
risen by some 6 per cent in the course of the year, a rate which approached the 
average of the years of rapid expansion from 1961 to 1966. Employment also 
grew strongly, and the upward drift in the national unemployment rate which 
had carried it from a 314 per cent average in 1966 to nearly 54% per cent in 
the summer of 1968 was checked; unemployment declined in the latter part of 
the year and in January 1969. This occurred notwithstanding a large increase 
in the labour force and a welcome increase in average output per worker. A\l- 
though imports grew rapidly in 1968, the increase in exports was substantially 
greater, especially to the United States where demand pressures were strong, 
and our deficit on current account was less than it had been for many years. 

In 1967 there had been some hopeful signs that price inflation was gradually 
being brought under control. In 1968, however, little further progress seems to 
have been made. Indeed, between the fourth quarter of 1967 and the fourth 
quarter of 1968 the price index of all goods and services, as measured in the 
Gross National Product, rose by 4 per cent, somewhat more than in 1967. 
The Consumer Price Index has also continued to rise at the rate of about 4 per 
cent a year, with no clear evidence of any tendency to slow down. 

The stubbornness of the inflation problem in the face of levels of un- 
employment which have ranged between about 44% and 5% per cent during the 
past year or more is very disappointing. It seems clear that the attitudes of all 
groups in the community to price and income increases within their influence are 
affected not only by the levels of unemployment and idle plant capacity but 
also by expectations about future price trends and by the degree of buoyancy 
in business conditions and in employment opportunities. It should be pointed 
out, moreover, that although unemployment rose substantially in the Atlantic 
Provinces and Quebec in 1968, it was not significantly higher in the rest of the 
country at the end of the year than it had been at the end of 1967. 


A major factor that made it more difficult for Canada to achieve good 
price performance in 1968 than in the immediately preceding years was the 
marked intensification of demand pressures from beyond our borders, particularly 
from the United States. By the end of the year, unemployment in that country 
had fallen to the lowest level in fifteen years; the rate of price increase in 1968 
was the highest since the Korean War. In the course of the year the U.S. 
consumer price index rose by 4.7 per cent compared to a rise of 4.1 per cent 
in Canada. This meant that international competition imposed less restraint 
on price increases in Canada than had been the case in earlier years. There 
are, however, some signs that we may be moving towards an improved situation 
insofar as external influences on our prices are concerned. In the United 
States a 10 per cent surcharge on personal and corporate income tax became 
effective at mid-year and was accompanied by cuts in planned Government 
expenditure. The full effect of these measures has not yet been felt, although 
by the fourth quarter there was a noticeable slowing down of the growth of 
consumer expenditures. Monetary conditions in the United States, which had 
eased during the summer, tightened in the latter part of the year and have 
remained tight in the first months of 1969. While no one can be certain how 
effective these measures will be, it is encouraging that United States economic 
policy now appears to be clearly aimed at reducing demand pressures. 

It is difficult to form a precise judgment as td the extent to which Canada’s 
current inflationary problem originates outside the country and the extent to 
which it is due to domestic causes. However, one can hardly avoid the con- 
clusion that even though unemployment averaged about 5 per cent last year 
the total volume of spending in Canada was at too high a level to be compatible 
with price performance which, in the prevailing circumstances, would have been 
acceptable. This conclusion is not a welcome one: we all naturally wish to 
bring inflation under control with a minimum of unused resources and un- 
employment in the economy. It is for this reason that I have advocated on > 
earlier occasions that it would be desirable for the Government to make a 
systematic effort to bring the influence of informed public opinion to bear on 
decisions regarding increases in prices and incomes. 

I welcome the start that has been made in this direction by the Govern- 
ment’s decision to try to reinforce the traditional policies of economic stabiliza- 
tion by establishing a Price and Incomes Commission. This decision has 
introduced a new and potentially constructive factor into the situation. For 
the first time there will be an official body charged with the responsibility of 
continuous analysis of price and cost developments, of making policy recom- 
mendations, and of educating opinion as to what actions and policies are 
consistent or inconsistent with reasonable price stability. It is encouraging to 
know that this Commission will soon be set up and begin to function. 
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As regards the traditional methods of economic stabilization, that is, fiscal 
and monetary policies, their stance is now such as to moderate demand pressures. 
The monetary policy which is being followed is one of restraint; its development 
over the past year is described in the next section. ‘The Government’s budgetary 
deficit and its cash requirements in 1968 turned out to be much larger than had 
been planned, but the October budget provided for a balance in the fiscal year 
ending March 31, 1970 and for a considerable reduction in the Government’s 
cash requirements. What is required now to deal with the problem of inflation 
is not, therefore, a drastically different setting of policy but rather the deter- 
mination to persist with the present one—and if necessary to reinforce it from 
time to time—for as long as this is needed to reduce the domestic pressures 
that have contributed to the recent rates of price and cost increase. 

This determined approach to policy is essential because inflationary ex- 
pectations have now become very strong. ‘The persistence of rising prices has 
resulted in a growing tendency on the part of many sections of the public to 
think of inflation as a normal characteristic of our society. This has developed 
to the point where firm evidence of progress in checking inflation will be required 
to break its hold on the economy. 

The development of an inflation psychology has had an increasingly serious 
impact on the availability and cost of long-term debt financing and on the 
functioning of capital markets in North America. The basic reason why interest 
rates have risen so high and bond prices fallen so low is the belief of investors 
and borrowers that the value of money will continue to decline significantly. 
This belief has made investors increasingly reluctant to commit their funds to 
long-term bond issues even at progressively higher interest rate levels, and it has 
made borrowers increasingly resigned to paying these higher rates rather than 
postpone their spending plans. The shrinkage in the flow of funds into the 
long-term bond market has been accompanied by an increased flow into liquid, 
short-term deposits at banks and other institutions and by an intensification of 
the demand for common stocks and real estate as a hedge against inflation. A 
growing proportion of the issues of borrowers who have to rely on bond financing 
to cover their requirements—such as the federal, provincial and municipal 
governments—has had to be absorbed by the banking system or sold in capital 
markets outside Canada. Even so, the cost and difficulty of bond financing in 
Canada has continued to increase. A fundamental reversal of these trends 
in capital markets will depend on decisive progress being made towards price 
stability in North America. 

It is of crucial importance to all Canadians that the problem of inflation 
be dealt with successfully, that we bring to an end the excessive price and cost 
increases which are threatening to undermine our prospects for durable growth 
in the future. Fortunately, in addition to the possibility of less pressure on price 
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levels from external sources, there is evidence that some developments in the 
domestic economy are working with us. There was an encouraging improve- 
ment in productivity in 1968, though it has to be acknowledged that this was to 
a large extent a cyclical phenomenon resulting from the rapid increase in 
production which followed the earlier slow-down from mid-1966 to late 1967. 
Wage settlements were being negotiated at a somewhat more moderate rate of 
increase in the closing months of 1968, though at increases that were still 
substantially above even the enhanced growth in productivity. Broadly speak- 
ing, our main public policies seem to be pointed in the right direction—but we 
shall need a consistency of approach and a deep determination to persevere until 
we are certain that we have dealt effectively with the problem. The stakes 
are too great to warrant anything less. 


MONETARY PoLicy. A detailed chronological account of the Bank’s mone- 
tary operations is given in the later section of this Report dealing with financial 
developments. Policy went through three phases which can be briefly sum- 
marized here. 

For most of the first half of 1968 the Bank gave top priority to the defence 
of the exchange value of the Canadian dollar. Bank Rate reached a peak of 
72 per cent in mid-March and was maintained at that level to the beginning 
of July. Market interest rates rose to the highest levels that we had ever ex- 
perienced in this country up to that time. Bank liquidity declined and the rate 
of expansion of the banking system slowed markedly. The defence of the 
Canadian dollar—which involved many important measures in addition to those 
related to monetary policy—turned out to be completely successful and by early 
summer Canada’s external financial position was again strong. 

Once the exchange crisis in Canada had been overcome, a move to lower 
interest rates was generally expected and considered to be appropriate. More- 
over, the view was developing that inflationary pressures were on the wane. 
Unemployment in Canada ranged between 5 and 512 per cent in the summer 
and a marked slowing of economic growth in the United States was widely 
regarded as imminent. As the Bank of Canada moved to make monetary policy 
less restrictive and reduced the Bank Rate in three steps from 71% to 6 per cent, 
the banks bought Government of Canada securities in large amounts. Market 
rates of interest declined, though they did not fall back to the levels that had 
prevailed before the exchange problem developed. As a result of the large 
purchases of Government securities, there was a sharp increase in bank liquidity 
and in the total size of the banking system. 


By the end of the summer it had become evident that the widely expected 
change in the economic climate in North America was not yet developing, and 
the Bank of Canada felt that there should be no further increase in the banks’ 
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holdings of more liquid assets. Accordingly, we managed cash reserves in such 
a way that the chartered banks’ holdings of such assets ceased to rise after mid- 
September, and the rate of expansion of the banking system was slowed. The 
changing expectations regarding the economic outlook were allowed to have their 
full impact on market interest rates, which rose gradually at first and more 
rapidly towards the end of the year. Long-term interest rates reached levels 
considerably higher even than those which had prevailed earlier in the year 
when the Canadian dollar was under pressure. Effective December 18 the Bank 
Rate was increased from 6 to 614 per cent and the rise in market interest rates 
continued into 1969. A further increase in Bank Rate to 7 per cent was 
announced on February 28, 1969. 

Over the year 1968, the average yield on long-term Government bonds rose 
from about 61% per cent to about 714 per cent and other long-term yields also 
rose to record levels. At the end of 1968 the average yield on outstanding 
provincial issues was nearly 8 per cent, on municipal bonds about 8 per cent, 
on corporate bonds more than 8% per cent, and the rate on first class con- 
ventional mortgages was 9 per cent or higher. It became much more difficult 
as well as more expensive to raise money in the bond market. The amount of 
new money raised in Canada by issuers other than the Government of Canada 
was much less in 1968 than in 1967, while the amount raised outside Canada 
increased considerably and included for the first time substantial issues in 
European markets. The Government of Canada, already a substantial borrower 
in 1967, increased the amount of new money it raised in Canada in 1968, and 
also borrowed abroad to add to exchange reserves. 

The flow of credit through the banking system was large, though the cost 
of bank credit rose significantly. Total chartered bank assets grew by 14 per 
cent, the same percentage increase as in 1967. I am aware that the large 
increase in the size of the banking system has caused some concern, and I too 
regard it as high. However, in determining how far the central bank should 
allow the large demand for credit generated by the expansion of the economy 
and by Government requirements to be accommodated by an increase in the size 
of the banking system, we had to take into account not only the degree of 
tightness in the financial system as a whole but also the practical limitations 
on increases in interest rates that exist at any given time—for example, the 
additions to the already large cash requirements of the Government that would 
have resulted from the need to finance reserve accretions produced by any 
substantial increase in capital inflows. Moreover, the form that the increase in 
the liabilities of the banking system was taking was also relevant. The rise 
in currency and demand deposits (a definition of the “money supply” commonly 
used in the United States) was 612 per cent in Canada in 1968. The con- 
siderably higher rate of increase in total bank deposits was accounted for by 
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large increases in the relatively high-yielding categories of non-chequable savings 
deposits and time deposit receipts. Deposits of this type are essentially similar 
to short-term liquid claims outside the banking system which are not included 
in any definition of the “money supply”. 

I have referred above to the fact that the Government’s domestic borrowing 
requirements were very high last year. Despite strenuous efforts by the Govern- 
ment to sell a variety of issues carrying high interest rates to non-bank investors, 
at times with considerable success (particularly in the case of the two issues 
of Canada Savings Bonds which were sold during the year), there was only a 
very small net increase in the amount of Government of Canada securities held 
by domestic non-bank investors over the year. Virtually the whole of the net 
increase in Government securities outstanding was therefore reflected in an 
increase in the holdings of the banking system and of foreign investors. The 
chartered banks added $943 million to their holdings of Government securities, 
while the Bank of Canada, to provide for an increase in notes in circulation and 
an increase in chartered bank cash reserves, increased its holdings by $135 
million. The increase in Government borrowing, while adding to the upward 
pressures on interest rates, therefore also had the effect of adding to bank 
liquidity and, of course, increasing the size of the banking system. 

There has been no further net increase in the banks’ holdings of Govern- 
ment of Canada securities since mid-September; and as bank loans have con- 
tinued to rise, the ratio of more liquid assets to total assets in the banking system 
has been reduced. The reduction in the Government’s borrowing needs which 
will result from the measures announced in October is important not only for 
its economic effect but also for its effect on financial markets. A reduction in 
the Government’s cash requirements will tend to limit the growth of the banks’ 
more liquid assets in the future. This underlines the importance of strict 
adherence to the programmes announced by the Government to control ex- 
penditures and limit borrowing in 1969. 


INTERNATIONAL FINANCIAL DEVELOPMENTS. Further progress was made 
during 1968 towards arrangements to help provide for future world requirements 
of international liquidity. The outline of the plan for the creation of Special 
Drawing Rights which was approved at the Annual Meeting of the International 
Monetary Fund in September 1967 has since been developed by the Executive 
Directors of the Fund in the form of an amendment to the Articles of Agreement 
of the Fund. This amendment was approved by the Governors of the Fund in 
May 1968, and was then referred to all Fund members for acceptance. A bill 
providing for Canadian participation in the new arrangement is at present before 
the Parliament of Canada; in the course of committee hearings on the bill the 
Bank of Canada expressed strong support for the legislation. The machinery 
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proposed is workable and should be effective for its purpose, and I hope that the 
members of the Fund will proceed with despatch to complete the process of 
ratification so that the process of activation can be initiated. 

During the course of 1968 the international monetary system was buffeted 
by a series of crises. These resulted from waves of speculation which followed 
the devaluation of sterling and were generated by doubts about the stability of 
the exchange rates of some countries. In addition to the continued lack of 
progress towards a better adjustment of the payments balances of the major 
countries, there were a number of special factors at work, such as those which 
contributed to the difficulties of the French franc. The threats to exchange 
stability called into play existing facilities for co-operative action among mone- 
tary authorities and led to several new initiatives in international finance in 
which Canada participated. 

In the latter part of 1967 and the first quarter of 1968 the industrial 
countries co-operating in the Gold Pool gave up gold to the value of some 
$3,000 million in an effort to stabilize the price of gold in the free market. On 
March 17 the Governors of the central banks of the contributing members of 
the Gold Pool announced that they were stopping such sales and that they had 
agreed on new arrangements in respect of gold. These arrangements involve 
two separate markets, an official market among monetary authorities in which 
the price remains fixed at U.S. $35 an ounce, and a free market in which the 
price moves in response to the balance of supply and demand. Canada was not 
a member of the Gold Pool, but it responded affirmatively to an invitation to 
co-operate in the new arrangements. Canadian producers of gold who do not 
wish to qualify for assistance under the Emergency Gold Mining Assistance Act 
remain free to sell their output in the free market at prevailing prices, and those 
who wish to qualify are still required to sell their output to the Mint at the 
Canadian dollar equivalent of U.S. $35 an ounce. Instead of transferring gold 
it purchases to the Exchange Fund Account for inclusion in Canada’s official 
reserves, however, the Mint now sells its gold in the free market, with the Bank 
of Canada acting as its agent. A request made in December 1967 by the Bank 
of Canada to banks and other financial intermediaries not to extend credit on 
gold nor to facilitate forward purchases of gold remains outstanding. 

A fresh threat to the stability of the international monetary system arose in 
1968 from the possibility that large conversions of sterling holdings by non- 
residents would cause intense pressure on the pound sterling. The facilities 
placed at the disposal of Britain to finance temporary reductions in sterling 
balances in 1966 had been fully drawn upon and repayment over a period of 
time was arranged in September 1968. At the same time a new initiative was 
taken to discourage the conversion into other currencies of sterling held by the 
countries of the sterling area. To assist Britain in working out suitable arrange- 
ments, a stand-by facility in her favour for U.S. $2,000 million was provided 
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by the Bank for International Settlements and twelve central banks. The Cana- 
dian share is U.S. $100 million, the Bank of Canada acting for Canada as agent 
of the Minister of Finance. 


In November very large flows of funds from France to Germany developed 
as a consequence of a growing market view that the exchange rates of these 
countries might be changed. France had received a short-term facility from a 
group of central banks in the amount of U.S. $1,300 million in July, and 
following a meeting in Bonn of the Ministers and Governors of the Group of 
Ten countries in November a new central bank facility in favour of the Bank of 
France in the amount of U.S. $2,000 million was announced. The Bank of 
Canada participates in the latter facility to the extent of U.S. $100 million. 


The Bank of Canada continues to participate in the network of central 
bank facilities in favour of the Bank of England that was set up at the time of 
the devaluation of sterling in November 1967. Our share remains at U.S. 
$100 million. 

The network of reciprocal short-term facilities between the Federal Reserve 
System and a number of central banks was expanded during 1968, and at the 
end of the year it totalled $10,500 million. Canada’s participation in this 
arrangement was increased from $750 million to $1,000 million in March. 


The group initiatives referred to in the last few paragraphs illustrate at 
the same time the strains to which the international monetary system was sub- 
jected during 1968 and the closeness and effectiveness of international financial 
co-operation. Many of the initiatives taken in 1968 dealt with the symptoms 
of strain rather than the causes, and their contribution was therefore in the 
direction of providing time to find solutions to the underlying problems. Time 
is frequently essential if such solutions are to be found; it must, of course, be 
well used if anything of lasting value is to be accomplished. 


The disturbances in foreign exchange markets in 1968 have led some people 
to urge again that we could best strengthen the international monetary system 
by providing for more flexibility of exchange rates. Without wishing to maintain 
that the present arrangements are necessarily the best that could be devised, it 
seems to me that there are three background considerations that it is important 
to keep in mind in considering the further evolution of the international mone- 
tary system. 

The first is that the present Bretton Woods arrangements assign to exchange 
rate changes an important role in the correction of payments imbalances, but 
they limit their use to circumstances of “fundamental disequilibrium”. Countries 
are expected to try to maintain external balance by appropriate adjustments in 
their domestic economic and financial policies, but they are not asked to 
sacrifice the economic goals of high levels of employment and real income on 
the one hand or of reasonable price stability on the other. 
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The second consideration is that by its nature an exchange rate involves 
more than one country, for it is the price of one currency in terms of other 
currencies. No country can therefore regard either its own exchange rate or 
those of others as matters of exclusively domestic concern. The determination 
of exchange rates is inevitably a proper subject for international consultation 
and agreement. 

There is, finally, the basic question of what kind of an international environ- 
ment countries want. The Bretton Woods approach attaches weight to the 
pursuit of stability in international economic relationships in order to encourage 
the growth of economic and financial transactions between countries. This 
reflects the view that a stable external environment helps countries to achieve 
their own economic goals, and that it is therefore in their own interests to try to 
manage their national affairs in ways that are consistent with that stability. It is 
a consequence of economic interdependence that each country must rely on its 
trading partners to manage their affairs in ways that are not disturbing to its 
economic life. 

I therefore conclude that it is mainly to good national economic policies 
around the world that we have to look to make the international economic 
system work better. It is not easy to manage a modern economy in such a 
way that it moves towards its economic objectives without causing disturbance 
to other countries, but all of us must continue to try. There are hopeful 
indications that the efforts of recent years to encourage countries to examine their 
economic policies in a sufficiently wide framework are bearing fruit, and that 
governments and peoples are becoming increasingly prepared to take account of 
their international economic interdependence. 


CANADA-U.S. FINANCIAL ARRANGEMENTS. The agreements between 
Canada and the United States in respect of their international financial rela- 
tionships were dealt with twice in the course of 1968 by exchanges of letters 
between the Secretary of the Treasury of the United States and the Minister of 
Finance of Canada. The first of these occurred on March 7 and the second on 
December 17. The full texts of these letters appear in an Appendix to this 
Report. 

The exchange of letters of March 7 exempted Canada from all the United 
States balance of payments measures affecting capital flows that are administered 
by the Federal Reserve System and the Department of Commerce. This action 
was of prime importance in enabling Canada to surmount its serious exchange 
crisis. It was matched by two steps on the Canadian side to ensure that the 
United States balance of payments position would not be impaired by the exemp- 
tion. Canada declared its intention (1) to take any steps necessary to ensure 
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that its exemption from the United States programme did not result in Canada’s 
being used as a “pass-through” by which the purpose of the United States balance 
of payments programme would be frustrated and (2) to invest its holdings of 
United States dollars in excess of working balances in United States Government 
securities which do not constitute a liquid claim on the United States, but with 
effective safeguards to Canada’s position should its reserve levels require. 

Steps were subsequently taken to implement the Canadian undertakings. 
On May 3 the Minister of Finance announced guidelines that had been accepted 
by the chartered banks following discussions with the Bank of Canada. On 
July 24 the Minister of Finance asked all other financial institutions operating in 
Canada to accept a similar guideline. On September 19, guidelines for Canadian 
incorporated companies other than financial institutions were announced by 
the Minister of Trade and Commerce. The texts of the statements made on 
these three dates and of a related statement made by the Minister of Finance 
on March 16, 1966 appear in an Appendix to this Report. 

These various guidelines were designed within the framework of Canadian 
practices to provide the necessary protection to the United States payments 
position while at the same time causing a minimum interference with the normal 
activities of Canadian business. Our financial relations with the United States 
are so important that it is clearly in the national interest that Canadians should 
manage their affairs within these guidelines. The Bank of Canada is ad- 
ministering the guidelines which apply to the chartered banks, whose helpful 
co-operation it has received in this task. 

In connection with the second understanding referred to above regarding 
the investment of Canada’s holdings of United States dollars, Canada held at 
the end of 1968 U.S. $1,250 million of special United States Government 
securities, an increase of U.S. $1,050 million over the year. 

The exchange of letters on December 17 dealt primarily with that part of 
the understandings between the United States and Canada which has to do with 
the level of Canada’s official reserves. As reserves recovered during the summer 
and autumn from the low levels reached during the exchange crisis of the first 
quarter, increasing concern was expressed in Canada that the flexibility of 
Canadian monetary policy was in danger of being severely limited by the 
existence of a “target” level for Canadian exchange reserves under our agree- 
ments with the United States. In the December exchange of letters it was 
agreed that the understandings between the two countries do not require that 
Canada’s reserve level be limited to any particular figure, and recognized 
Canada’s need for flexibility with respect to reserve levels in order to accom- 
modate the adaptation of monetary policy to the changing needs of the domestic 
economy, seasonal factors and other influences of a temporary nature. I welcome 
this clarification of our basic arrangements with the United States. 
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The External Environment 


World output and employment expanded strongly in 1968. Total produc- 
tion in the OECD countries rose by more than 5% per cent compared with 
314 per cent during 1967. In the second half of the year there was some 
slowing in the expansion in the United States and Britain, a recovery in France 
and an acceleration in Germany and in most other European countries. 
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Cost and price pressures increased in most industrial countries. In Britain 
prices rose sharply, in part as a result of devaluation and higher indirect taxes. 
In France a large wage settlement in June was followed by a rapid rise in prices. 
Of most direct significance to Canada was the growth of inflationary pressures in 
the United States, where the rise in prices was greater than in any year since 1951. 
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The rapid economic expansion in the industrial countries contributed to an 
increase of about 11 per cent in world trade. Trade in manufactured products 
continued to be the most dynamic sector, but the exports of many primary 
producing countries also rose strongly. 


Unfortunately the growth in trade did not lead to a better balance in the 
current account positions of the major countries. In Britain a rising level of 
domestic demand led to higher imports, and the current account deficit increased 
from £400 million in 1967 to about £500 million in 1968. Although the 
current account position improved appreciably during the year it fell con- 
siderably short of the official target for the second half of the year. In the 
United States a rapid growth in imports led to the disappearance of the traditional 
current account surplus; it had been $1.7 billion in 1967 and the official 
objective for 1968 had been an improvement of about $1 billion. The high 
level of import demand in Britain and the United States contributed to a further 
increase in the already very large current surpluses of Germany and Italy, and 
to a strengthening of current account positions of many other countries, including 
Canada. 
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Restrictions on capital outflows by the reserve currency countries and the 
encouragement of capital outflows by the surplus countries contributed to a 
further increase in the activity of European capital markets in 1968. The 
Euro-bond market, an international market for new issues of long-term securities, 
handled issues totalling more than $3.5 billion in 1968, the major part being the 
obligations of overseas subsidiaries of United States corporations. In addition, 
a large volume of new security issues denominated in deutsche marks was sold in 
the German capital market during the year by foreigners, including the Govern- 
ment of Canada and a number of other Canadian borrowers. 

The international flows of capital through these and other channels during 
1968 were unusually large, and except for brief periods, they were helpful in 
moderating the impact on official reserves of movements in countries’ current 
account positions. Nevertheless, doubts regarding the ability of some countries 
to cope with their payments imbalances without exchange rate changes con- 
tributed to large disequilibrating capital flows at certain times in the year, and 
these required substantial recourse to both existing and new international credit 
facilities. 

Some of the highlights in economic developments during the year in the 
United States and, more briefly, in Britain, Germany, Italy, France and Japan 
are noted below. 

In the United States the Gross UNITED STATES 
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increase in more than a year, but private fixed investment showed unexpected 
strength and inventories were accumulated at a higher rate. The official United 
States forecast calls for an easing both in the rate of real growth and in the 
increase in prices in 1969. 

The increase in employment fully absorbed the relatively small growth in 
the United States labour force in 1968. The seasonally adjusted unemployment 
rate averaged 3.6 per cent in each of the first three quarters, a little less than the 
3.8 per cent average in 1967. Late in the year employment pressed even more 
strongly on the available labour supply and the unemployment rate dropped to 
3.4 per cent in November and to a 15-year low of 3.3 per cent in December and 
January. The 5% per cent increase in real output during 1968 was considerably 
larger than the 134 per cent rise in total employment, reflecting a significant 
improvement in output per worker. Increases in wages and fringe benefits 
resulting from labour contract negotiations in 1968 were larger than in the 

preceding year, and despite the improve- 


UNITED STATES ment in productivity there was a further 

pap cet ta ca substantial rise in labour costs per unit 

5 Op ou OEY a einiaiis of Dollars ve of output. A 3.9 per cent increase in 
BALANCE ON LIQUIDITY BASIS! the GNP price deflator during the year 


t compares with a 3.2 per cent increase 
Xess - during 1967; the Consumer Price Index 
Sy rose by 4.7 per cent as against 3.1 per 
cent a year earlier. 

Strong economic growth in 1968 
generated an exceptionally large increase 
in United States imports; they were also 
affected by actual or threatened strikes 
in the copper, aluminum and steel in- 
dustries and by longshoremen. The 
growth in exports was not nearly so great 
and the United States trade surplus, 
which had amounted to $3.5 billion in 
1967, virtually disappeared. This was 
offset in part by an improvement in the 
balance on service account, and the 

oil : current account, including government 
1 ; grants and unilateral transfers, was 
“ apparently about in balance, compared 
1963 1964 1965 1966 1967 1968 with a $1.7 billion surplus in 1967. 


SKK ON 

> \ POV OCOD ALO OOS 

LSS “4 OO? SOOO. 
oe a RESO Key 


mR Pas 











Seasonally adjusted at annual rates. As the result of a very large swing 
1. As measured by changes in U.S. official reserve A , 
assets and in liquid liabilities to all foreigners. in the capital account the over-all 


2. Includes unilateral transfers. 


3. Includes special government transactions. international payments position of the 


18 


United States was roughly in balance on a liquidity basis in 1968, in contrast to a 
deficit of $3.6 billion in 1967. Mandatory controls on foreign direct investment 
announced at the beginning of 1968 greatly stimulated efforts of American firms 
to finance their foreign investment by borrowing abroad, particularly in the 
Euro-bond market. Foreign purchases of equities in the United States market 
also rose substantially, encouraged in part by political developments in France 
and Czechoslovakia, and there was a significantly larger inflow of funds from 
special financial transactions by United States and foreign official agencies. 
During the first five months of 1968, in the absence of Congressional 
approval of the tax increase proposed by the Administration, monetary policy in 
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April, and by mid-May most short- 
term rates had risen above the peak 
levels reached during the period of 
monetary restraint in 1966. Long- 
term rates also tended to move up- 
ward during this period and generally rose above the previous year’s highs. 
The legislation enacted in June providing for the 10 per cent surcharge on 
income taxes included a limitation on government expenditures. It is officially 
estimated that the budget will swing from the $25 billion deficit in the fiscal year 
ended June 30, 1968 to a surplus of $2.4 billion in fiscal 1969 and $3.4 billion 
in fiscal 1970. As prospects for fiscal restraint improved late in May interest 
rates began to move down again and by August they had returned to roughly 
the levels prevailing at the beginning of the year. Monetary policy became less 
restrictive during this period and the discount rate was reduced to 51% per cent 
in August. Beginning late in the summer, however, when the slowdown in 
business activity failed to develop to the extent anticipated, monetary policy 
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began to tighten again. Investor expectations changed and in the face of heavy 
credit demands the downward movement in interest rates was reversed. In 
December the discount rate was restored to 51% per cent and by year-end most 
market rates exceeded their historical highs established earlier in the year. 


In Britain domestic demand continued through 1968 at a higher level than 
was expected or desired. In the period between devaluation and the restrictive 
March budget, consumer expenditure rose sharply. The budget provided for 
both a substantial increase in revenues and a limited increase in government 
expenditures. The sharp rise in indirect taxes was designed to reduce personal 
consumption and provide scope for an expansion of exports and fixed investment 
within the context of a 3 per cent annual increase in total real output. Follow- 
ing the budget consumer expenditure fell but there was a substantial restocking 
of inventories. As the year progressed consumer demand reappeared as an 
expansionary element, stimulated by a larger increase in incomes than was 
envisaged in the budget. In November 1968, average weekly earnings in manu- 
facturing were 7% per cent higher than a year earlier. At the time of the budget 
the Bank Rate was lowered one-half point from the 8 per cent level fixed at the 
time of devaluation and it was reduced again by one-half point in September. 
On the other hand, credit to the private sector was curtailed throughout the period 
by ceilings imposed on bank lending. Short-term interest rates trended down- 
ward from the high levels reached in November 1967 while long-term rates were 
moving upward during the year. 


The high level of domestic demand retarded the pace of external adjustment. 
In the favourable external environment, Britain’s exports rose more than was 
expected but imports remained at the high level to which they had risen in the 
months following devaluation and the improvement in the trade balance was 
relatively small. The current account deficit totalled about £500 million in 
1968 of which much the greater part was incurred in the first half of the year. 
Britain drew $1,400 million in June from the International Monetary Fund and 
had recourse to other credit facilities at various times during the year. 

In November the authorities tightened hire-purchase terms, increased in- 
direct taxes, imposed tighter credit restrictions, and introduced a system of prior 


deposits on imports. Bank Rate was raised by one point to 8 per cent on 
February 27, 1969. 


The cyclical recovery of the German economy which had begun in 1967 
picked up momentum during 1968. Total real output rose by about 742 per 
cent with an even faster rate of growth in the second half of the year. The 
buoyant state of the economy was reflected in a firming of the labour market and 
income per employee, which had shown virtually no change during 1967, began 
to rise rapidly. However, productivity also rose strongly with the cyclical 
growth in output, and prices were relatively stable until late in the year. 
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Exports rose even more than imports and there was a substantial increase in 
the trade surplus. The current account surplus rose to $2.9 billion from 
$2.4 billion in 1967. Monetary policy continued to be relatively easy in 1968 
and the prevailing credit conditions in Germany facilitated an export of private 
long-term capital of almost the same magnitude as the current account surplus. 
Although net new issues of fixed interest securities rose sharply during the course 
of the year, long-term interest rates continued to drift downward. The strong 
position of the deutsche mark and uncertainties regarding the French franc led 
to a short-term capital inflow of about $2.5 billion into Germany in the first 
three weeks of November. The Government announced a temporary subsidy on 
imports and tax on exports, in each case of 4 percentage points, and 100 per cent 
cash reserve requirements on any increase in credit institutions’ liabilities to 
non-residents over the level of November 15, 1968. All of the November 
inflow of foreign exchange had been reversed by the first months of 1969. 


In Italy there was a slight slowing in the pace of economic activity, and 
unemployment began to rise in 1968. Foreign demand was strong throughout 
the year but consumer demand eased markedly and inventories fell in the first 
half. Expansionary changes in fiscal policy introduced later in the year led to a 
more rapid growth in domestic demand and a strong recovery in imports. 
Despite some decline in the second half the current account surplus was about 
$2.5 billion for the year as a whole. However, capital outflows more than 
doubled in 1968 and official reserves fell slightly. 


In France the course of economic activity was distorted by the May strikes. 
The pace of expansion accelerated rapidly after the settlement, stimulated by 
expansionary fiscal and monetary policies and higher incomes resulting from the 
large increase in wages. Imports increased and the balance of payments position 
deteriorated. A run on the French franc in November led to the imposition of 
tight exchange controls, the introduction of tax measures to stimulate exports 
and import substitution and a substantial cutback in the 1969 budget. Monetary 
policy was also tightened. For the year as a whole a substantial deficit in the 
balance of payments on current account and massive outflows of capital caused 
large losses of gold and foreign exchange; official reserves declined by $2.8 billion. 


In Japan economic activity continued to grow rapidly and there were further 
substantial increases in costs and prices. Strong external demand resulted in a 
rapid acceleration in exports while the restrictive measures applied late in 1967 
to correct a widening current account deficit resulted in a slowing down of 
imports and a decline in inventories. The current account position swung from 
a substantial deficit at the end of 1967 to a surplus which increased during the 
course of 1968. The outflow of long-term capital, which had been a feature of 
the Japanese economy in recent years, fell sharply in 1968 and official reserves 
rose by $860 million. 
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Economic Developments in Canada 


Following a period of adjustment and slow growth which began in the 
spring of 1966 the Canadian economy resumed a strong rate of expansion 
towards the end of 1967. The recovery was spurred by a large increase in 
merchandise exports late in 1967 and early in 1968 which resulted from the 
strong resurgence of demand in the United States. In the course of 1968 
additional momentum was provided by a record level of housing starts, by an 
acceleration in consumer spending on durable goods, by some recovery in business 
outlays on plant and equipment, and by the completion of the adjustment in 
business inventories. Employment responded to the revival in demand, but the 
labour force rose even more rapidly and productivity, which had failed to show 
any improvement over the period of slow growth in the economy, also picked up. 
As a result, the average level of unemployment was somewhat higher in 1968 
than in 1967. At the same time increases in wages, salaries and profits outpaced 
even the faster growth in output in 1968 and prices continued to rise at about 
the same rate as in the two previous years. 
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in the second quarter of 1966 and three times as fast as it was during the ad- 
justment period that followed. A comparison of the annual rates of increase in 
the major economic aggregates during these three periods is given in the following 
table. 

ANNUAL PERCENTAGE RATES OF GROWTH 


MAJOR ECONOMIC AGGREGATES 
SELECTED PERIODS 1961-1968 
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Manufacturing output rose even more strikingly than total output. In the 
fourth quarter of 1968 it was 7 per cent higher than in the fourth quarter of 
1967; this compares with an annual rate of increase of slightly more than one 
per cent over the previous year and a half. Particularly notable gains were 
recorded in steel, automobiles and lumber. Virtually all the evidence suggests 
that output was continuing to rise strongly as 1969 began. 

Agriculture also appears to have experienced a significant increase in the 
volume of output in 1968, but an unusually difficult situation has confronted 
western grain producers. While the crop harvested in 1968 was somewhat 
larger, adverse harvesting weather seriously lowered its quality. In addition, 
there have been marketing difficulties associated with the less ebullient demand 
for Canadian wheat in the past two years and aggravated by a variety of problems 
resulting from the damp condition of the 1968 crop, bottlenecks in transportation, 
and the congestion in storage facilities. 


PRODUCTIVITY AND EMPLOYMENT. As shown in the above table the rapid 
expansion of the economy since the end of 1967 has been accompanied by 
renewed growth in productivity. In manufacturing, where productivity began 
to recover in the course of 1967, output per man-hour appears to have been at 
least 4 per cent higher in the fourth quarter of 1968 than a year earlier. These 
encouraging developments in productivity are, however, subject to an im- 
portant qualification. They undoubtedly contain elements of a short-run nature 
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associated with the normal cyclical factors which affect productivity measures 


during a period of slowdown and subsequent re-acceleration in output. 


Over 


the whole period from the second quarter of 1966 to the fourth quarter of 1968 
the productivity performance of the economy remains disappointing, as pro- 
ductivity appears to have risen by less than one per cent per annum. 


Because of the improvement in average productivity in 1968, the recovery 


in employment was less pronounced than in output. 
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At the same time the 
labour force was increasing more 
rapidly. As a result of these develop- 
ments, the gradual rise in unemploy- 
ment persisted until the middle of 
1968 with the unemployment rate 
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reaching a seasonally adjusted peak 
of 5.4 per cent in June when an un- 
usually large number of students were 
seeking summer jobs. However, the 
unemployment rate fell somewhat in 
the second half of the year; in the 
fourth quarter it averaged just under 
5 per cent, only slightly higher than 
in the same period a year earlier, and 
declined further in January 1969. 
For 1968 as a whole the unemploy- 
ment rate averaged 4.8 per cent com- 
pared with 4.1 per cent in 1967. The 
civilian labour force was 334 per cent 
higher in the last quarter of 1968 
than a year before, compared with an annual rate of increase of 3 per cent 
during the period of slower growth in output and employment. Net immi- 
gration was less in 1968 than in 1967 and there was little change in the rate 
of growth of the labour force attributable to demographic factors; the principal 
explanation for the faster rise in labour force was a higher rate of participation, 
especially by married women. 
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UNEMPLOYMENT RATE 6 
Per Cent 
Arithmetic Scale 


2 
1966 1967 1968 69 
Seasonally adjusted. 


COSTS AND PRICES. The size of wage and salary increases in the collective 
bargaining sector showed some signs of moderating in 1968. There were again 
numerous instances of very large increases, but the weighted average of annual 
increases in base-rates in contracts negotiated during the year fell to 8.1 per cent 
compared to 8.7 per cent in 1967 contracts and 8.3 per cent in 1966 contracts; 
the average increase in the fourth quarter of 1968 was 7.5 per cent. The 1968 
average remained somewhat higher in Canada than in the United States, though 
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the increases negotiated under collective bargaining in the United States were 
slightly larger than in 1967. 

The most comprehensive figures available on average wage and salary 
earnings relate to employees in larger industrial establishments; they exclude 
government employees and cover only slightly more than half the number of paid 
workers indicated by the labour force survey. They cover a considerably larger 
proportion of the work force than that covered by collective bargaining arrange- 
ments and, because they include salaried workers, are more representative than 
figures pertaining to hourly-rated employees only. 


AVERAGE WEEKLY WAGES AND SALARIES 
YEAR-OVER-YEAR PERCENTAGE INCREASE 


(three months ending November) 
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e: Estimate. 


On the basis of these figures, it would appear that in the business sector of 
the economy, at least, average earnings rose significantly more in 1968 than in 
the two previous years. 

The total of wages, salaries and supplementary labour income (including 
military pay) in the non-farm economy is estimated to have increased by more 
than 914 per cent between the fourth quarter of 1967 and the fourth quarter of 
1968, compared to an increase of 712 per cent in the previous year. Real GNP 
excluding agriculture is estimated to have increased by almost 6 per cent during 
1968 compared to less than 3 per cent during 1967. Thus, labour costs per 
unit of output in the non-farm economy are estimated to have risen by about 
3% per cent in 1968, compared with about 4% per cent in 1967 and more than 
7 per cent in 1966. While the increase in 1968 was still appreciably greater 
than the 2 per cent average increase over the period from 1952 to 1965, it 
appears to have been slightly less than that which occurred in the United States 
where unit labour costs in the non-farm economy rose by an estimated 4 per cent 
in 1968. 

It is particularly useful to compare output, costs and productivity in the 
manufacturing sector of the Canadian and United States economies, because it is 
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the sector of most direct relevance to the relative competitive position of the two 
countries. The results are summarized in a series of charts on page 27. ‘These 
comparisons suggest that, in manufacturing, output per employee increased more 
in Canada than in the United States in 1968 while income per employee rose less 
rapidly. As a result, unit labour costs in Canadian manufacturing increased by 
some 2 per cent between the fourth quarter of 1967 and the fourth quarter of 
1968 while they rose by about 4 per cent in the United States. The increase in 
Canada was less than half the high rate of increase over the previous two years 
whereas unit labour costs in United States manufacturing rose somewhat more 
rapidly than in the earlier period. Consequently, the deterioration in the 
competitive position of Canadian manufacturing which occurred in 1966 and 
1967 appears to have been recouped over the course of 1968. 


While non-farm unit labour costs increased more slowly in 1968 than in the 
two previous years, profits per unit of non-farm output, which had declined in 
1966 and 1967, reversed this decline in 1968. In the non-farm economy, as 
may be seen in the accompanying chart, corporate income (before taxes and 
depreciation) per unit of output in 1968 just about returned to its 1965 level. 
As a result, the combined total of corporate and labour income per unit of 

output rose by about the same percent- 


age in 1968 as in 1967, and by about 
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the same percentage as the GNP price 
index. 

Both the GNP price deflator and 
the Consumer Price Index rose by 
about 4 per cent between the fourth 
quarter of 1967 and the fourth quarter 
of 1968. In both cases this was a 
somewhat larger increase than occurred 
during the preceding twelve-month 
period. In fact, in the case of the Con- 
sumer Price Index the increase of 4.2 
per cent over this period was the largest 
during any year since 1951. Food 
prices, which increased by 312 per cent 
during 1968 compared to about 2 per 
cent during 1967, were a factor in the 
acceleration of the total index last year; 
but the index of all other items com- 
bined again registered a large increase 
of almost 412 per cent as it had during 
1967. 
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In 1968 for the first time in several years price increases in Canada were 
no larger than in the United States. Indeed, the increase in consumer prices 
was greater in the United States—4.7 per cent between December 1967 and 
December 1968, as against 4.1 per cent in Canada. For both countries the 
GNP price deflator rose by about 4 per cent during the course of the year. 


REGIONAL DEVELOPMENTS. Although regional comparisons differ con- 
siderably on the basis of the various statistical series available, the resumption 
of faster growth in the national economy in 1968 had, on the whole, less impact 
on Quebec and the Atlantic region than on the rest of the country. Ontario 
appears to have led the recovery, reflecting its predominant industrial position 
especially in such buoyant areas as steel and automobiles; British Columbia also 
benefitted markedly from the stronger demand for the products of forest-based 
industries, particularly lumber. Most indicators for Quebec suggest that expan- 
sion may have been less vigorous in 1968 than in the previous year when 
Quebec’s performance significantly exceeded the national average as a result in 
part of activity in the Montreal region related to Expo ’67. In the Atlantic 
Provinces, tourist expenditures recovered strongly following some loss of business 
to Expo in 1967, and the major goods-producing industries in this region also 
appear to have grown somewhat more rapidly than in the previous year though 
perhaps less than the national average. 

All regions shared in the substantial increase in residential construction last 
year. Business investment which, on the basis of a calendar year comparison, 
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was little changed in most parts of the country continued to rise strongly in 
Newfoundland and appears to have been significantly higher in the Prairie 
Provinces in 1968 than in 1967. On the other hand, farm cash income, which 
increased slightly elsewhere, declined fairly sharply in the Prairies as a result of 
the difficulties already mentioned relating to the 1968 grain crop; despite the 
strength in many non-farm sectors of the Prairie economy, retail trade in that 
region showed the smallest gain of any except Quebec. 
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During the adjustment period of 1966-67, employment in most parts of the 
country grew more slowly than in the years of rapid expansion and unemploy- 
ment rates increased in all regions. In Quebec the growth in employment 
remained strong through the summer of 1967 due to Expo-related activity in the 
Montreal region, then fell off towards the end of the year. Considerable dif- 
ferences among the major regions are evident in the period of rapid growth in 
the national totals of output and employment since the latter part of 1967. On 
the one hand, there has been a strong demand for labour in Ontario and the West 
and the rise in unemployment in those regions has been checked. In Quebec 
and the Atlantic region, on the other hand, the demand for labour has shown 
little change and unemployment continued to rise during 1968. These labour 
market developments are summarized in the table on page 30. 
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REGIONAL LABOUR MARKETS 
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(1) Derived from seasonally adjusted data. 


DOMESTIC DEMAND. Although the initial stimulus leading to the recovery of 
economic activity during 1968 appears to have been external demand, most 
components of domestic demand were advancing strongly by the end of the 
year. The rate of growth of GNP apparently moderated slightly in the second 
half of the year but domestic demand, which had increased at an annual rate of 
814 per cent between the second half of 1967 and the first half of 1968, rose at 
an estimated rate of about 101% per cent from the first half to the second half. 

Consumer expenditure, which had continued to increase quite strongly 
during the adjustment period, showed persistent strength in 1968 and in the 
second half of the year it was running some 81% per cent above the corresponding 
period of 1967. In the aggregate, the increase in consumer spending was not 
much larger than in the preceding year, but there was a marked increase in the 
demand for durables (notably for new automobiles) which rose by 13 per cent 
between the second half of 1967 and the second half of 1968, compared to an 
increase of 4 per cent over the preceding year. The growth in total consumer 
outlays fell somewhat short of the estimated increase of about 10 per cent in 
total personal income. However, when allowance is made for an increase of 
some 20 per cent in personal direct tax payments, the rise in consumer expendi- 
ture during the past year has exceeded the rise in personal disposable income, 
and the rate of personal saving has fallen slightly. 

The recovery in residential construction had preceded the resumption of 
more rapid growth in the economy and various measures adopted to increase the 
supply of mortgage funds facilitated a sharp expansion in housing activity in 
1968. Starts totalled almost 197,000 dwelling units, far exceeding the previous 
peak of 167,000 in 1965 and the 1967 total of 164,000. Of more immediate 
importance, in view of the relative scarcity of housing accommodation which had 
developed after the 1966 squeeze on mortgage markets, completions recovered 
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sharply from their relatively low level of 150,000 units in 1967, to a new record 
of about 170,000 units. In the second half of 1968 total outlays on house 
building were running almost 20 per cent above the level a year before, although 
as much as a third of this increase reflected the continued sharp increase in costs. 
The high level of activity at year-end is illustrated by the fact that 127,000 units 
were under construction compared with 103,000 a year earlier. 


Outlays for new plant and equipment, after declining through 1967, have 
been rising again since the beginning of 1968. While the available estimates in 
this area are still subject to sizeable revision, outlays are estimated to have been 
some 5 to 10 per cent higher in the second half of 1968 than in the corresponding 
period of 1967. The strength of export demand which developed towards the 
end of 1967 and the accompanying strong recovery of profits undoubtedly 
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provided incentive for, and facilitated the financing of, the revival in investment. 


Investment in inventories did not increase significantly until the third quarter 
of 1968. This may reflect some difficulty encountered by producers in expand- 
ing output quickly enough to meet the sharp increase in final demand and to 
provide desired increases in stocks consistent with a higher level of activity. 
Following some reduction of non-farm business stocks in the fourth quarter of 
1967, there was little net accumulation in the first half of 1968 and such rebuild- 
ing of stocks as may have occurred in the last half of the year seems to have 
been of modest proportions. While the book value of manufacturers’ inven- 
tories increased more rapidly after mid-year, the strength of shipments in the 
second half of the year prevented any rise from occurring in stock-sales ratios. 


After allowing for quarterly irregularities, expenditures on goods and 
services by all levels of government combined appear to have increased at a rate 
of about 10 per cent during 1968, somewhat more than during the preceding 
year but appreciably less than in 1966. Wages and salaries of government 
employees and capital outlays in such areas as education have been major 
elements in the continued increase. The stability in defence expenditure in 
1968 was a moderating element at the federal level. 


On a calendar year basis, the total of all governments’ expenditure including 
all transfer payments but excluding loans and similar financial transactions in- 
creased by about 11 per cent in 1968 compared with 13 per cent in 1967 and 
15 per cent in 1966. With increased rates of personal and corporation income 
tax and of indirect taxes, total government revenues rose by about 12 per cent, 
slightly more than in the previous two years. Additional increases in taxation 
introduced in the federal budget on October 22, 1968 take effect in 1969. 

With government revenues rising more rapidly than expenditures, the net 
deficit of all governments combined was reduced by about $100 million in 1968. 
In addition, the total of net loans and advances by all governments to their own 
enterprises and to the private sector decreased moderately in 1968. 


CURRENT ACCOUNT OF THE BALANCE OF PAYMENTS. The sharp ac- 
celeration in the demand for Canadian exports from late 1967 to mid-1968 
emanated primarily from the United States where a strong general demand for 
imports was augmented by strikes or threatened strikes in the copper, aluminum 
and steel industries. It came at a time when imports into Canada were rising 
more moderately, as investment in machinery and equipment had eased and an 
adjustment was occurring in business inventories. “The resulting sharp improve- 
ments in the current account balance on goods and services directly accounted 
for about one quarter of the total growth in Canadian production from the third 
quarter of 1967 to the second quarter of 1968. With the removal of strike- 
related import demand in the United States, our exports increased less rapidly 
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in the second half of the year, while 
imports rose more quickly as invest- 
ment in machinery and inventories 
picked up. The consequent weakening 
of the current account balance mod- 
erated the impact on Canadian re- 
sources of the resurgence of domestic 
demand in the second half of the year. 

Analysis of Canada’s balance of 
payments for 1967 and 1968 is ren- 
dered difficult by a large discrepancy 
in the official statistics between the di- 
rect estimates of the current and capital 
accounts, which leave a substantial re- 
sidual of unidentified net payments to 
non-residents. In the statistics, the bal- 
ancing item is attributed to the capital 
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account but part of it may in fact reflect an underestimation of current payments 
or an overestimation of current receipts. The published estimates show the 
current account deficit declining from $1,162 million in 1966 to $543 million in 
1967 and to $181 million in 1968, with all of the reduction in the two years 
being in transactions with the United States. 

The merchandise trade surplus rose sharply in 1968; the recorded statistics 
show an increase from $481 million in 1967 to $1,295 million in 1968. Rapidly 
rising exports and imports of automotive products contributed substantially to 
the growth in merchandise trade last year, as they have each year since the 
signing of the Canada - United States automotive agreement in 1965. Our 
statistics show an increase in exports of GROWTH IN MERCHANDISE TRADE 
automotive products to all countries of 
more than 50 per cent in 1968. The rise 
in our imports of these products was 
almost 40 per cent and the import bal- F 
ance, which had declined sharply in 
1966 and 1967, fell only slightly in 20 
1968. 

Excluding automotive products, 
exports rose by 1312 per cent in 1968 
following a 31% per cent increase in 
1967, while imports rose by nearly 6 
per cent compared with a 22 per cent 
increase in 1967. Both exports andim- °' 
ports were facilitated in 1968 by the 
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first stage of reductions in customs tariffs under the Kennedy Round. Higher 
prices contributed a little more to the increases in the value of exports and imports 
in 1968 than in 1967. 

Exports to the United States of commodities other than automotive products 
showed an increase of 17% per cent in 1968 compared with 6 per cent in 1967. 
This increase in Canadian shipments in 1968, though very large, fell short of the 
steep rise in the total of United States non-automotive imports from all countries. 
This may reflect the fact that Canada is not a major exporter of the many 
sophisticated manufactured goods which have been imported in increasing 
quantities into the United States in the past few years. While Canadian exports 
of copper, aluminum, iron and steel benefitted from special situations in United 
States markets late in 1967 and the first half of 1968, there does not appear to 
have been a major impact on our total exports for the calendar year. Excluding 
these categories as well as automotive products, the increase in our exports to 
the United States in 1968 was 1514 per cent. 

Exports of wheat and flour, often a cause of major fluctuations in our 
exports to overseas countries, had declined sharply in the second half of 1967, 
largely as a result of reduced shipments to the Soviet Union and Mainland China. 
For the year 1968 they were slightly lower than in 1967; shipments to China 
rose sharply again but exports to most Western and Eastern European countries 
and to other Asian countries fell. 

Canadian overseas exports of commodities other than wheat increased by 
nearly 12 per cent in 1968, about the same rate as in 1967. Shipments of auto- 
motive products rose sharply and exports of copper benefitted from the world 
shortage created by the strike in the United States. Shipments to Britain in- 
creased slightly less than in 1967, but sales to Germany, Belgium, Norway and 
South America rose more rapidly. Excluding wheat, exports of commodities to 
Japan, which had recorded an exceptional increase of 60 per cent in 1967, 
increased by 10 per cent in 1968. 

Merchandise imports of commodities other than automotive products, as 
noted above, were only 6 per cent higher in the calendar year 1968 than in 1967. 
However, the value of such imports rose by nearly 11 per cent from the second 
half of 1967 to the second half of 1968, an increase more in line with the 
accelerating pace of domestic demand over the past year. 

The statistics of Canada’s international non-merchandise transactions show 
an increase in the deficit of about $450 million to $1,476 million in 1968. The 
larger deficit was due mainly to the loss on travel account of the benefits arising 
from Expo ’67 and other Centennial attractions. Also, there was a further 
increase in net interest and dividend payments abroad which rose by $75 million 
to $971 million in 1968. On the other hand, larger transfers of funds to Canada 
by immigrants and smaller outright grants under official foreign aid programmes 
tended to limit the increase in the non-merchandise deficit. 
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Financial Developments in Canada 


This section begins with a chronological account of the Bank of Canada’s 
operations during the year, and goes on to describe financing activity and 
conditions in financial markets in Canada during 1968. The main forces shaping 
the course of financial events and central bank policy in Canada were the strong 
underlying demand for funds generated by public sector borrowing requirements 
and by vigorous economic expansion, the spread of inflationary expectations, 
and unsettled conditions in foreign exchange markets. 


BANK OF CANADA OPERATIONS. During the early months of 1968 the 
dominant influence on monetary policy was the need to combat the sharp run on 
Canada’s foreign exchange reserves. After the devaluation of sterling in 
November 1967, nervousness in exchange markets began to be reflected in 
speculative activity against several currencies, including the Canadian dollar; 
the value of the Canadian dollar declined from its upper limit to about its 
official par value during the latter part of the month. When central bank 
discount rates were raised in Britain and the United States in November 1967 
the Bank of Canada raised Bank Rate from 5 per cent to 6 per cent, and 
through its cash reserve management in the latter part of 1967 it encouraged 
the rise in market rates of interest that was occurring. Overseas, there were 
heavy purchases of gold by speculators and in December, as a measure of inter- 
national co-operation, the Bank of Canada requested Canadian banks and 
other financial intermediaries not to extend credit on gold nor to facilitate 
forward purchases of gold. 

The announcement of the new United States balance of payments pro- 
gramme on January 1, 1968 brought greatly intensified pressure on the Canadian 
dollar. Although in designing the United States programme an effort had been 
made to minimize difficulties for Canada, doubts were raised about the basic 
viability of the Canadian balance of payments position in a situation where the 
country from which we drew the bulk of our external capital was restricting 
capital exports. The Canadian dollar weakened in both the spot and forward 
exchange markets as hedging of Canadian dollar positions by subsidiaries of 
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foreign companies and others developed on an unusual scale. Following dis- 
cussions between Canadian and United States authorities the United States 
Treasury Department released a statement on January 21 making it clear that 
the new United States programme was not intended to produce abnormal trans- 
fers of funds from Canada to the United States by Canadian subsidiaries of 
American corporations and that it left room for large flows of capital to 
Canada. On the same date, the Bank of Canada announced that following dis- 
cussions with the chartered banks it had been agreed that the banks would 
discourage the use of bank credit to facilitate abnormal transfers of funds abroad 
by Canadian subsidiaries of foreign companies and would also discourage the 
use of bank credit by such companies to meet financial requirements in Canada 
which had in the past normally been met by parent companies. It was an- 
nounced that, effective January 22, Bank Rate was raised from 6 per cent to 
7 per cent. At the end of January the Bank of Canada drew U.S. $250 million 
under its U.S. $750 million reciprocal currency facility with the Federal Reserve 
System. 


Pressure on the Canadian dollar continued through February and into 
March as uncertainty arose concerning Canada’s fiscal position and as concern 
about the international financial system again gave rise to extremely large pur- 
chases of gold in free markets around the world. At the end of February 
Canada drew U.S. $426 million from the International Monetary Fund. Of 
this amount U.S. $241 million represented Canada’s creditor position with the 
Fund; the remaining U.S. $185 million, the equivalent of Canada’s contri- 
bution of gold to the Fund, involved a repayment obligation. Early in March 
when Euro-dollar interest rates began to rise again the Bank asked the chartered 
banks and other financial intermediaries not to facilitate swapped* deposit trans- 
actions in foreign currencies, and the Minister of Finance asked Canadian in- 
vestors not to enter into or renew swapped deposits through any intermediary, 
Canadian or non-Canadian. In the exchange market the forward discount on 
the Canadian dollar deepened further; this made speculative and hedging 
transactions more expensive. 


It was clear, however, that the situation was unlikely to improve decisively 
unless a fundamental change could be secured in the conditions governing access 
by Canadians to foreign capital. On March 7, following discussions between 
Canadian and United States authorities, it was announced that the United States 
had undertaken to exempt Canada completely from all United States balance of 
payments measures affecting capital flows that were being administered by the 
Department of Commerce and the Federal Reserve System. On the same day, 
additional standby credits to supplement Canada’s foreign exchange reserves 


* Funds converted into a foreign currency, usually U.S. dollars, which have been placed on term deposit 
with a bank and which the bank has undertaken through a forward contract to convert back into Canadian 
dollars at maturity. 
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were arranged by the Bank of Canada for U.S. $100 million with the Bank for 
International Settlements, and for the equivalent of U.S. $150 million with the 
Deutsche Bundesbank and U.S. $150 million with the Banca d'Italia through the 
BIS. The Export-Import Bank of the United States opened a standby credit 
for the Government of Canada in the amount of U.S. $500 million. These 
standby credits represented an addition to the U.S. $500 million still available 
to the Bank of Canada under the reciprocal arrangement with the Federal 
Reserve System and the large credits totalling U.S. $740 million that would 
still be available to Canada by arranging further drawings from the International 
Monetary Fund. 


Following the March 7 announcement the drain on Canada’s foreign 
exchange reserves slowed down. It stopped completely after March 17, when 
confidence in the stability of the whole international monetary system was 
bolstered by the announcement that the participating Gold Pool countries had 
taken steps to halt the drain on their gold reserves caused by their sales in 
free markets. The Bank of Canada and the Department of Finance announced 
immediately their intention to co-operate in the new arrangements in respect of 
gold. On the same day the Bank’s reciprocal credit facility with the Federal 
Reserve System was raised by U.S. $250 million to U.S. $1,000 million. Bank 
Rate had been raised by 14 per cent to 72 per cent effective March 15, at the 
time of a similar increase in the rediscount rates of most of the Federal Reserve 
Banks. 


The exchange losses suffered in the first eleven weeks of the year were 
very heavy. The official reserve figures (excluding the funds obtained through 
the drawings from the International Monetary Fund and the Federal Reserve 
System) show a decline of U.S. $707 million during the first quarter but the 
decline to the middle of March was greater: in the latter part of that month 
reserves began to increase and the rising trend continued strongly through the 
rest of the year. 


Market rates of interest in Canada rose steadily in the first quarter of the 
year, with yields on treasury bills and Government of Canada bonds reaching 
the 7 per cent range and mortgage rates rising above 9 per cent. When the 
Federal Reserve Banks raised their rediscount rates in mid-April, however, the 
situation in Canada had improved to the point where it was not felt necessary 
to increase our own Bank Rate. To hasten the rebuilding of reserves the 
Government negotiated bond issues in Germany, Italy and the United States in 
May and June. The equivalent of U.S. $100 million in Government notes 
payable in lire was placed with the Italian Exchange Office, the equivalent of 
U.S. $62 million in Government notes payable in deutsche marks was offered 
through a German bank to European investors and U.S. $100 million in 
Government bonds was sold through a public offering to United States investors. 


37 


INTEREST RATES 








Per Cent 
LONG-TERM SHORT-TERM 
10 
PRIME CONVENTIONAL 9 
RESIDENTIAL MORTGAGE RATE 
8F 8 8 
PROVINCIA 
q BOND YIELD ‘AVERAGE! 7 7 7 
GOVERNMENT al 
S| 6 6 [— sHorT-TERM BONDS! i 6 
GOVERNMENT OF CANADA 
5 BOND YIELD AVERAGE 2 5h 5 
4 TREASURY BILL RATE 
1966 1967 1968 69 1966 1967 i968 69 
1. Average weekly yield on the 10 provincial bonds 1. Average weekly yield on Government of Canada 
included in the monthly series published by McLeod, bonds with a maturity between 3 months and 3 years. 


Young, Weir and Co. Ltd. 


2. Average weekly yield on Government of Canada 
bonds with a maturity of 10 years or over. 


Of the last offering, U.S. $72 million was delivered in June, U.S. $13 million 
in October and U.S. $15 million in January 1969. 


By mid-year the exchange crisis was clearly over and it was felt that the 
unusually tight credit conditions that had been necessary to help overcome it 
could be relaxed to some extent. Moreover, the long-discussed programme of 
fiscal restraint in the United States had finally been enacted and it appeared 
that the forces of economic expansion in North America would become less 
buoyant. ‘The cash reserve position of the banking system was eased in June 
and with the market anticipating a sharp reduction in interest yields the banks 
became aggressive buyers of Government securities. The special guideline on 
foreign currency swapped deposits issued in March was withdrawn in mid- 
June. Also in June the Bank of Canada repaid U.S. $125 million of its drawing 
from the Federal Reserve System and reduced the standby credits with the Bank 
for International Settlements and the central banks of Germany and Italy from 
a total of U.S. $400 million to U.S. $250 million. 


Bank Rate was reduced to 7 per cent on July 2, and to 61% per cent on 
July 29. The Bank of Canada repaid the remaining U.S. $125 million of its 
drawing from the Federal Reserve System and terminated the standby credit 
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BOND YIELD COMPARISONS 
CANADA = U.S.A. 


Weekly — Per Cent 
LONG-TERM SHORT-TERM, GOVERNMENT 


CANADA 
10 PROVINCIALS! 
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Nusa | 
PUBLIC UTILITIES? 






















1966 1967 1968 69 1966 1967 69 


1968 
1. Average weekly yield on the 10 provincials included 1. Average weekly yield on Government of Canada 
in the monthly series published by McLeod, Young, bonds with a maturity between 3 months and 3 years. 
Weir and Co. Ltd. ; f 2. Average yield on United States Government bonds 
2. Moody’s Investors Service Inc. average yield on with a maturity between 9 months and 12 months. 


public utility bonds. 


facilities with the Bank for International Settlements and the central banks of 
Germany and Italy. By August the Bank of Canada’s January request to the 
banks regarding loans to subsidiaries of foreign companies had become re- 
dundant because of the decline in demand for such loans in the preceding months 
and it was withdrawn. 


Bank Rate was reduced to 6 per cent on September 3, following a reduction 
by the Federal Reserve Banks in the United States of their rediscount rates 
to 5% per cent in the latter part of August. By this time the Canadian treasury 
bill rate had declined by 114 per cent from the peak level reached during the 
exchange crisis and long-term bond yields had fallen by % per cent. On 
September 13 the Government announced that it had discharged in full its 
repayment obligation to the International Monetary Fund and that the standby 
credit from the Export-Import Bank had been terminated. ‘The Canadian dollar 
had been trading at or near its upper limit for about two months and the forward 
discount on the Canadian dollar had been substantially reduced. The combined 
total of official holdings of gold and U.S. dollars and Canada’s net creditor 
position with the International Monetary Fund had been rebuilt to about the 
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level prevailing before the pressures on the Canadian dollar first appeared the 
previous November. 

Towards the end of the summer a marked shift occurred in the immediate 
outlook for economic activity and credit conditions in North America. This 
shift was based on growing evidence that the United States economy was re- 
sponding much more slowly than had been anticipated to the programme of fiscal 
restraint adopted in June. In Canada the gradual slowing of the rate of inflation 
which had seemed to be emerging around the end of 1967 and which had been 
expected to continue through 1968 appeared to have come to a halt. A high 
rate of monetary expansion had accompanied the decline in interest rates over 
the summer months and bank liquidity had been considerably increased through 
heavy bank buying of Government of Canada securities. A substantial upward 
revision of Government spending estimates was announced in September. In 
November renewed speculative activity in international currency markets pro- 
vided an additional source of concern. 

In these changing circumstances it seemed desirable to bring to an end the 
increase in chartered bank liquidity which had been occurring during the summer. 
The growth in the total assets of the banking system slowed during the remaining 
months of 1968 and January 1969, even though bank loans were rising at an 
accelerated pace. In late February 1969, the banking system’s holdings of 
more liquid assets were about $150 million lower than they had been in mid- 
September 1968; as a proportion of total chartered bank assets they had declined 
from 32.6 per cent in September to 30.6 per cent in February. 

Interest rates in Canada moved sharply upward again during this period, 
as they did in the United States. Effective December 18 the Bank Rate was 
raised by 2 per cent to 6% per cent following an increase of 14 per cent in the 
rediscount rate of the Federal Reserve Banks. By the end of the year long-term 
bond yields in Canada had risen appreciably above the previous peak levels 
reached during the exchange crisis. 

As the cost of financing rose to new highs in 1968 some areas of the 
capital market experienced greater problems of availability of funds than others. 
The most difficult area in which to raise money was undoubtedly the domestic 
long-term bond market. The high interest costs and difficulty of floating new 
bond issues in the Canadian market induced borrowers to turn to the United 
States and then to European capital markets, to chartered bank credit, to the 
short-term money market and to the stock market. On the other hand, the 
supply of mortgage funds increased appreciably in 1968, and there was a sharp 
increase in consumer credit outstanding. 

Operations by the Bank of Canada in Government of Canada securities 
during each month of 1968 are summarized in Appendix Table I. Market 
transactions resulted in a decline of $283 million in the Bank’s portfolio over 
the year but other transactions resulted in an increase of $418 million so that 
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there was a net increase of $135 million. Market purchases or sales of 
Government of Canada securities were made by the Bank on about 90 business 
days in 1968; continuous contact was maintained with securities markets and 
the Bank participated, as usual, in the weekly treasury bill auctions. On oc- 
casion the Bank entered into temporary swaps of foreign currency assets with 
the Exchange Fund Account in order to adjust the level of Government cash 
balances at the chartered banks for cash reserve management purposes. Changes 
in the main balance sheet items of the Bank are shown in Appendix Table I. 

Bank of Canada advances to banks were outstanding on 14 business days 
in 1968 compared with 24 days in 1967. The daily averages for 1968 and 1967 
were $0.2 million and $1.1 million respectively. The Bank held securities 
under purchase and resale agreements with money market dealers on 35 business 
days during the year compared with 72 days in 1967 and the daily averages for 
these years were $4.3 million and $7.6 million respectively. 

On October 25, 1968 the Bank gave formal notice that under Section 72(3) 
of the Bank Act the chartered banks would be required to maintain their 
statutory cash requirements on a half-monthly rather than a monthly basis 
beginning in January 1969. The object of this change is to increase the speed 
and predictability of response of the banking system to changes in the supply of 
cash reserves brought about by the central bank. 

Coincident with the requirement that the chartered banks meet minimum 
requirements twice monthly for their average cash reserves, revised arrangements 
became effective governing their access to central bank credit. The changes 
took two forms. First, there was an increase in the normal line of credit for each 
of the chartered banks which reflected, in a general way, the growth in the 
banking system. Second, there was a reduction in the minimum period for 
which an advance could be taken. Formerly, advances were for a minimum of 
seven days and chartered banks were obliged to pay interest for the full period; 
under the revised arrangement, at the option of the chartered bank, an advance 
can be taken for a period of either 2 or 3 juridical days. As well, a bank may 
take an advance for one day on the last day of any averaging period, provided 
that on the preceding day its cumulative average cash reserve ratio was equal to 
or higher than its legal minimum ratio. While the central bank is conscious of 
its responsibility as a lender of last resort, it expects that each bank will be 
able in the ordinary course of events to adjust its cash position through the 
money market, that advances will be relatively infrequent, and that more than 
one advance to a bank in the same period will be rare. The first advance taken 
in an averaging period bears interest at Bank Rate; if a second or subsequent 
advance is required the rate in principle will be higher and will be negotiated. 

To help money market dealers meet the increased demands which may 
be made on them as a result of twice-monthly cash reserve averaging, revisions 
were also made in the conditions of their access to purchase and resale facilities 
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at the central bank. The aggregate of their lines of credit was increased, and 
in order to modify the potentially destabilizing effect of access to a greater 
amount of central bank credit, the rate of interest applicable on usage beyond 


two thirds of a dealer’s line was made subject to negotiation. 


In principle this 


rate will be higher than the Money Market Rate, which is applicable on the 


first two thirds of a dealer’s line of credit. 


The Money Market Rate continues 


to be the lower of Bank Rate or of the latest average tender rate on three-month 
treasury bills plus one quarter of one per cent. 
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1. Break in series reects revised treatment of general 
reserves held against losses on loans and other 
assets. 


CHARTERED BANKS AND OTHER 
FINANCIAL INSTITUTIONS. 1968 


was the first full year in which the 
chartered banks operated under the 
terms of the revised Bank Act, the last 
remaining restrictions on bank lend- 
ing rates having been removed at the 
end of 1967. The banks made vigor- 
ous use of their new freedom to com- 
pete on a price basis with other lenders — 
and borrowers, seeking out profitable 
loan business and bidding strongly for 
savings and fixed-term deposit funds 
from the public which might other- 
wise have been invested in market 
securities or savings bonds. For the 
second year in a row the assets of the 
chartered banks grew at the unusually 
rapid rate of 14 per cent while those 
of competing institutions grew on 
average at an annual rate of close to 
10 per cent; thus the size of the bank- 
ing system in relation to other financial 
institutions, which had been declining 
for many years prior to the mid- 
sixties, continued to increase in 1968 
as it had in 1967. 

In the course of 1968 further 
changes occurred in the structure and 
Operations of non-bank financial 
institutions directed towards improv- 





MAJOR CANADIAN ASSETS OF SELECTED FINANCIAL INSTITUTIONS’ 


Percentage Imcrease 








Millions 
of dollars Average 
Dec. 1968 | 1962-1965 1966 1967 1968 
Chartered banks@lin A nassneatess ivt2 26,150 yee 6.5 14.2 14.2 
Other financial institutions 
Quebec savings banks................. 551 6.3 7.2 8.9 123 
A TUSE COMPANIES. 2. bi... Series aiden a sindlo’ 4,763 Zi 13.4 10.9 13.28 
Mortgage loan companies.............. 2,630 19.7 5.5 8.0 6.98 
Sales finance and consumer 
IDS COMPANIES. en hart oe Bis sacs hile 4,569e 15.8 1.0 6.6 9.6¢ 
Caisses Populaires Desjardins 
GOLOUODRE as cas cou oe ee 1,618 11.3 12.5 13.6 9.4 
DUD et OLAS hoe ea oe Ct eg 14,1318 i | ris ee 10.4¢ 
Life insurance companies 
(assets in Canadaje st... 25225 13,6508 7.4 6.2 6.5 5.78 
Trusteed pension funds................ 83,9952 12.6 10.8 11.3 11.5 
Mutual funds (assets valued at cost)..... 2,610° 24.7 21.6 14.5 19.1¢ 
Sub-lotalees aie tee es dae &, a 25,2558 10.1 9.0 8.8 9.08 


net MGNE oem tear Cam rea a eee Ma 65,536¢ 10.3 7.6 10.9 11.3¢ 








6: Estimate. 
(1) Excludes, insofar as available data make this feasible, fixed assets, foreign currency assets and investments in related companies. 
(2) Foreign currency assets of the banks are included net of their foreign currency liabilities. 


ing their competitive position. In the trust and mortgage loan industry a 
number of mergers occurred. A bill is currently before Parliament to convert 
a savings bank in Quebec into a chartered bank. Sales finance companies, faced 
with increased competition in the financing of consumer durables, have directed 
more of their lending into areas such as residential and commercial mortgage 
lending and vehicle and equipment leasing. Some life insurance companies are 
now Offering variable income annuities as well as equity funds in which dividends 
left on deposit can be invested. 


While the cost of bank loans rose in 1968, they continued to be readily 
available to a wide range of borrowers. The banks’ prime lending rates rose 
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CHARTERED BANK ASSETS 
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from around 614 per cent at the beginning of the year to a peak of 714 per cent 
in the early spring, eased to 634 per cent over the summer months and then rose 
again to 7 per cent in January 1969. The Canadian dollar loans of the banks 
rose by more than 12 per cent during the year. The increase was particularly 
sharp for personal loans, loans to municipal governments and mortgage loans 
(about 20 per cent in each case) and in loans to grain dealers (about 50 per 
cent). Business loans at the chartered banks increased by 9 per cent in 1968, 
with a temporary bulge at the time of the exchange crisis and a temporary decline 
for a few months thereafter. As borrowing conditions in the bond market 
became more difficult again in the fall of 1968 and the early months of 1969, 
bank loans to business resumed their expansion. 


The banks’ holdings of Government of Canada treasury bills and bonds 
increased by $943 million, or 20 per cent, during 1968. The whole of this 
growth in the banks’ holdings of these liquid assets occurred during the summer 
months: for an extended period prior to the summer bank liquidity had been 
declining, and since the end of the summer a downward trend has again been 
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in evidence. In late February 1969 the banks’ ratio of more liquid assets* to 
total assets, at 30.6 per cent, was virtually the same as it had been at the 
beginning of 1968. 

In the process of financing such a large increase in assets during 1968 the 
chartered banks bid very aggressively for savings and time deposits. Early in 
1969 they were paying 634 per cent for large blocks of short-term funds and 
514 per cent on non-chequable personal notice deposits, compared with 534 per 
cent and 5 per cent respectively at the beginning of 1968. The banks also 
competed strongly for the fixed-term deposits of persons: in late February 1969 
they were typically offering yields of 
up to 7% per cent on large deposits CURRENCY AND CHARTERED BANK 
for terms of over two years. CANADIAN DOLLAR DEPOSITS 

In total, the public’s holdings of 
bank deposits and other liquid claims 
grew somewhat more slowly in 1968 
than in 1967. Detailed figures are 25 
shown in the table on page 46. 
Currency and chartered bank 
demand deposits—the narrowest 20 
definition of private money holdings 
—increased by 6.6 per cent during 
1968, compared with 8.1 per cent in 
1967. Much the larger part of the 
increase in the public’s holdings of 10 
currency and chartered bank de- | 
posits, which amounted to 13.3 per a 
cent in 1968, consisted of high- 
yielding savings and fixed-term 
deposits; in 1967 the increase had 
been 16 per cent. There were also 
substantial increases in holdings of 
foreign currency deposits, short-term 
paper and trust company investment 
certificates. By contrast, resident s 
non-bank holdings of Government 
of Canada market securities showed 
virtually no change during 1968, as 
will be seen from the table on page 
47, and the increase in holdings of 


2 f 
Canada Savings Bonds was quite * 1966 1967 1968 = 69 
small Seasonally adjusted, 
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PERSONAL SAVINGS 
DEPOSITS 

CURRENCY AND DEMAND DEPOSITS 


NON-PERSONAL TERM 
AND NOTICE DEPOSITS 


* Includes till money, deposits at the Bank of Canada, treasury bills, day-to-day loans, call loans, Govern- 
ment securities and net foreign assets. 
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GENERAL PUBLIC HCLDINGS OF CERTAIN FINANCIAL ASSETS 


Millions of 


Percentage increase 











dollars 
Dec. 1968 1967 1968 
CUTTETEY Peete oe at ree certs eee eee 2,991 9.8 9.3 
Chartered bank demand deposits................... 5,869 72 a 
Quebec savings banks’ deposits.................... 518 8.3 13.6 
Caisses Populaires Desjardins de 
CUGDEC-CODOSUS xn waa. .s oo nea Rtgs 1,399 12.7 8.2 
Trust and mortgage loan company 
demand certificates and deposits............... 1,668¢ 4 7.1¢ 
SUD Olay pce oe ae, ou er eae oe ae 12,4458 8.2 7.1¢ 
CHATteLcu Ddihan cs re ore ee ere es Mca: 
— personal savings deposits.................005. 13,461 14.7 15.8 
— non-personal term and notice deposits......... 4,395 47.3 20.3 
— foreign currency deposits of residents 
rer SWOU DCU mee Mee oR, UCase an 845 M22 —5.5 
Ea OUNCKNE Re nein oes ek Gees anaes 1,193¢ 27.5 13.0¢ 
Finance company short-term paper. ............... 1,108 6.2 66.4 
Other commercial Daper? es a es nos vole oe es ve os ~ i3t7 34.4 28.9 
Provincial and municipal short-term®............... 425e 16.0°¢ 27.68 
BONKErs “ACCEDLONCES ws vcing. shea a even ohn eos a> 116 — 13.6 —20.5 . 
CaeaUaeeaViIN GS CURIS. i, MON yee ys obtaee es 6,359 3.8 0.6 
Trust company investment certificates............... 3,182¢ 12.9 16.2¢ 
Mortgage loan company debentures................. 1,747e tle 5.78 
BOO IDal ee ee od foe hs er SM oes 33,1488 15.0 13.0¢ 
LOLOL eae Oe Wiancee hn arta ates Res oe 45,593¢ 13.0 11.3¢ 
e: Estimate. 


(1) Resident holdings only. 


SECURITIES MARKET FINANCING. Although the yield on bonds rose sub- 
stantially in 1968—indeed to unprecedented levels—the flow of funds from 
non-bank sources to this area of the domestic capital market fell off sharply 
during the year. Funds available for investment from non-bank sources seem 
to have been directed in an increasing degree towards short-term instruments of 
fixed capital value, towards mortgages and towards equities and real estate. 


Borrowers who in the past relied on long-term bond issues as their major 
source of financing have found themselves confronted with serious problems of 
availability and cost in raising new funds in the Canadian market. The problem 
has been most acute for governments and their agencies, which for many years 
have depended heavily on this type of financing in the Canadian market; they 
found themselves under growing pressure to cut back on the rising trend of their 
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NET NEW ISSUES OF SECURITIES 


(millions of Canadian dollars) 


1966 
Funds raised through new issues of: 
Government of Canada bonds and treasury bills. ... 139 
Provincial and municipal bonds 
SNC SHOLLEs Mm) PAPehey atte ener e clan coos: 2,064 
Corporate bonds and short-term paper............ 1,236 
SHG ALOLAL Wiest 20, cee e cee eh a Gc 3,439 
UT O BALE SOCKS tien ie teed we at La ac 594 
otal Auies Taisedi eee eek, 4,033 
Funds supplied by imcrease in holdings of: 
Resident non-bank investors 
— Canada Savings Bonds.................... 223 
— Government of Canada market issues....... 11 
— Provincial and municipal bonds............ 1,028 
=; Gorporate bonds ct. «oh. eat. fa. Ses 466 
SUD ctOUA renseeniocanaaseerent artes rere 1,728 
AGO OLAEG SUUCKS satan one ea tse be 6s 677 
SOHO Cel sDapapel kineidor es ibe te. hee 190 
Total non-bank residents............ 295 
Canada and Quebec Pension Plans................ 601 
Bank of Canada 
— Government of Canada market issues....... l 
Chartered banks 
— Government of Canada market issues....... 167 
— Provincial and municipal bonds............ — 69 
= GOTPOLare SeCUNIN Scars ic cave occas «6 6agls ou 31 
Total chartered banks............... 123 
Non-resident investors 
— Government of Canada issues.............. — 263 
— Provincial and municipal bonds............ 454 
=o COlNOLate DONCS cam. <o ai’ oh es oo Sune 603 
SUDSLOLATEN! Mat Sera es cats. Sere aes 794 
e COMOLate Stocks A eine SR — 83 
=e OHOMALELM,. PAPO. sb.ce-vis wani.veeuwe des. : a 4 
Total purchases of Canadian 
securities by non-residents........ 707 
Total funds supplied. <i0.% 2c% 2284 4,033 


e: Estimate. 


expenditures or to raise more revenue. In part their response was to borrow 
more where they could, by selling foreign currency issues in the United States and 
in European capital markets where funds were somewhat more readily available 
and interest costs somewhat lower than in Canada, although in some cases they 
accepted a relatively short term to maturity. Borrowers also had increased 
recourse to the chartered banks. Some corporate borrowers shortened the term 
of their obligations or attached conversion options or stock warrants to bond 
issues to improve their access to funds and lower their cost. 


The table on page 47 summarizes the main trends in the supply and in the 
holdings of Canadian-debtor bonds, stocks and short-term paper during the past 
three years. The total amount of net new issue financing in 1968 was $5,410 
million, moderately larger than in 1967 despite some reduction in the amount of 
new provincial and municipal issues. Of this amount, however, only 16 per cent 
was obtained from net sales of bonds to resident non-bank investors, compared 
with 32 per cent in 1967 and 43 per cent in 1966. Government of Canada 
issues were again relatively large in total; apart from foreign currency issues sold 
in the United States, Italy and Germany in order to bolster official foreign 
exchange reserves they were absorbed mainly by the banking system. Provinces 
and corporations increased their flotations of new bond issues in external capital 
markets considerably in 1968 and also their use of the short-term paper market. 
Over one quarter of the $1,510 million of net new issues sold to non-residents 
during the year was sold in overseas capital markets. 


MORTGAGE MARKET INTEREST RATES MORTGAGE MARKET FINANCING. 
Dae Cont io Lhe cost of mortgage borrowing rose to 

record levels in 1968, with typical 
interest rates on new mortgages in the 
vicinity of 9 per cent. Demand for 
mortgage credit remained strong and 
8 the supply of mortgage funds from 
private institutional lenders continued 

7 to expand vigorously. As may be seen 
from the table on the facing page, all of 
the increase in mortgage lending 
appears to have been in the form of 
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institutions increased by about $600 million in 1968. As in 1967, the chartered 
banks (including mortgage lending subsidiaries) played an important part in this 
growth of mortgage lending; their approvals amounted to about $430 million in 
1968, approximately double the 1967 figure. The relatively large increase in 
National Housing Act loans was associated with a narrowing in the interest rate 
differential between conventional and NHA mortgages which followed the change 
in the method of determining the NHA maximum rate in October of 1967. A 
change in NHA regulations in February 1968 made it permissible for approved 
lenders to earn current mortgage yields for a term of up to 25 years on NHA 
loans to corporate builders of multiple-dwelling projects. The decline of $220 
million in direct lending by the Central Mortgage and Housing Corporation 
mainly affected the volume of lending to builders and individuals for the construc- 
tion of single-family dwellings. Loans by CMHC for low-income housing 
remained close to their high 1967 level. 


GROSS MORTGAGE LOAN APPROVALS 
(millions of dollars) 
Residential mortgage loans approved 
Private financial institutions” 


ee SS 











Conventional 

New Existing NHA Total CMHC = Total residential Total 
oso gestalt 574 471 191 1,236 593 1,829 382 224) 
EST Oe Pema 745 655 356 1,756 bial | 2,483 369 2,852 
ESO BEe Yo ahs 962 Sie 831 2,365 503 2,868 399 3,205 


e: Estimate. 
(1) Includes: life insurance companies, chartered banks, trust and mortgage loan companies, Quebec savings banks, fraternal and 
mutual benefit societies. 


BUSINESS FINANCE. On the basis of such information as is currently avail- 
able it seems unlikely that business capital expenditures and business inventory 
accumulation increased substantially in 1968, but there does appear to have been 
a substantial increase in the cash flow generated internally by business enter- 
prises in the form of profits and depreciation allowances. Consequently, the 
amount of external funds required by business to finance capital spending in 
1968 would appear to have been considerably smaller than in 1967. However, 
the total amount of the main types of external borrowing by private business 
enterprises in 1968, insofar as such borrowing can be identified, seems to have 
been only slightly smaller than in 1967, as shown in the table on page 50. The ex- 
planation may be that businesses continued to rebuild holdings of liquid assets 
which they had depleted during the investment boom of 1966; it is also possible 
that they were borrowing in anticipation of higher investment spending in 1969. 
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MAJOR SOURCES OF BORROWING BY NON-FINANCIAL BUSINESS 
(millions of doltars) 





1966 1967 1968 

Net new issues of: 
Commercial paper and bankers’ acceptances....... 60 29 3 29¢€ 
BONGSH ec ae ae eee: be abort, eee wee 913 762 655 
SEOCKS wre tcran rg eee anal ca emer ca 538 376 458 
Sup Otale oes eee kd eee ne oe al 1,167 1,142¢ 

Increases in: 

Chartered bank 10ansS@) ceie usecase ok cares ee oes 582 149 643 
Sales finance company i0anS........0.-.0-2 see 2. — 213 64 187¢ 
Industrial Development Bank loans............... 44 34 42 
SUD Ota nae oe ee Ree NERO ee. 413 817 8728 
Net direct investment from abroad.................. 705 530 415 
TOL Als ga bahtees tone vo oy a reels aah ae ee Rea 2,629 2,514 2,429¢ 








e: Estimate. 
(1) Total business loans excluding provincially-guaranteed loans to utilities, plus loans to farmers and all foreign currency loans 


to residents. 


CONSUMER CREDIT. The net amount of consumer credit extended in 1968 
was $1,176 million; this represented an increase of 14 per cent in total consumer 
credit outstanding. There was again a substantial increase in unsecured personal 
lending by the chartered banks, who were also active in introducing new cheque 
guarantee and credit card plans. Consumer credit extended by sales finance 
companies, which had declined in 1967, increased again in 1968. 


MAJOR SOURCES OF CREDIT EXTENDED TO CONSUMERS 
(millions of dollars) 


aoae 3067 1968 
Net increase in consumer credit® extended by: 

Chartered banks (unsecured personal loans)....... 217 519 688 
Constimer loan campanies. ........0.-scee0<04ce0% 120 140 161 
Credit unions and Caisses Populaires.............. 124 109 134e 
Sales anes COMIDANIESt ss 1s ck. ela eo lee 53 — 79 68 
Rota Galelsieted «See neha han fers ald Ete cc irae) 60 43 65 
Life insurance companies (policy loans)........... 39 36 56¢ 
UCD ES Saves DAIS nt dak yi way Scr cn Bs ako ee ave 5 - l 4 
LOLA re free vate. ower te has ve Eee ae 613 769 1,176¢ 


—_—— —_—— 








e: Estimate. 
(1) New extensions of credit less repayments. 


(2) Includes credit extended by department stores, furniture and appliance dealers, motor vehicle dealers, other retail dealers and 
oil company credit cards. 
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GOVERNMENT FINANCING. As in the previous year, the government sector 
had recourse to financial markets for large amounts of borrowed funds in 1968. 
The major sources of government borrowing are summarized in the table below. 


The outstanding amount of Canadian dollar securities of the Government of 
Canada (excluding securities held by Government accounts) rose by $1,109 
million in 1968. Virtually the whole of this increase was in market issues of 
bonds and treasury bills, and was taken up by the chartered banks and the Bank 
of Canada. As shown earlier in the table on page 47 public holdings of Canada 
Savings Bonds increased by $40 million; holdings of market issues by resident 
investors other than banks were virtually unchanged over the year as a whole. 


SELECTED SOURCES OF BORROWING: FEDERAL, PROVINCIAL AND 
MUNICIPAL GOVERNMENTS AND THEIR ENTERPRISES” 


(millions of dollars) 











1966 ase? 1968 
Government of Canada 
Increase in securities outside Gov’t accounts: 
eTOCs Uy DIS eee ee eee re he 10 295 360 
— Canadian-pay market bonds............... 70 454 709 
p= Ganada oavin gs: BONGS esc sere ve . uence aan 223 229 40 
Total Gov’t of Can. domestic issues®........ 303 978 1,109 
Provincial and Municipal Governments 
Increase in outstanding Canadian-pay bonds: 
— purchased by Canada and Quebec 
Pension PlaitUNnds Mak oe tose ecw oak 601 814 880e 
— other Canadian dollar issues............... 939 1,027 495 
Increase in loans from: 
SeONATLered DANKS 2. ohne See ee Cones 139 124 _ 4 
— Government of Canada (including CMHC 
rT LD) Bl SS Seaton eremae emt eR, Cerne coe 205 175 276 
Increase in short-term paper outstanding............ 50e 70° 80e 
Increase in outstanding foreign currency issues....... 424 800 919 
Total provincial-municipal borrowing... .. 2,408 3,010 2,646 
e: Estimate. 


(1) To obtain a total of combined federal, provincial and municipal financing without double counting, loans from the Federal Govern- 
ment to the provinces and municipalities would have to be eliminated, as well as changes in provincial-municipal holdings of 
Government of Canada securities. 

(2) Changes in outstanding foreign currency issues of the Government of Canada during 1966, 1967 and 1968 respectively, in millions 
of dollars, were — 164, —45, and +266. The increase in 1968 reflected new issues sold in the United States, Italy and Germany, 
the proceeds of which were used to bolster official foreign exchange reserves. 

(3) To the extent that provincial government accounts purchase provincial or municipal securities the total of provincial-municipal 
financing is overstated. 
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In 1967, in order to finance total net cash requirements of $1,276 million, 
the Government had supplemented its net new issues of securities in the Canadian 
market by drawing heavily on its cash balances. In 1968, although the Govern- 
ment’s net new Canadian issues were somewhat higher than in 1967, part of the 
proceeds were used to rebuild cash balances; total financing requirements for all 
other purposes amounted to $1,049 million. (See Appendix Table HI) 
There was a substantial reduction in Government lending to the Central Mortgage 
and Housing Corporation and in the amount of Canadian funds required to 
finance the Government’s net acquisition of foreign currency assets. On the 
other hand, the budgetary deficit was somewhat larger in 1968, and repayment 
began at mid-year of the refundable corporation tax, which had been a source of 
funds to the Government in 1967. 

The combined borrowing requirements of provincial and municipal govern- 
ments and their business enterprises in 1968 are estimated at $2,646 million, 
appreciably below the estimated figure of $3,010 million for 1967. The reduc- 
tion in provincial-municipal borrowing was due in part to a further narrowing of 
the shortfall of their revenue below their expenditure and provincial lending to 
the private sector for industrial development, farm credit and residential construc- 
tion slowed markedly during 1968. There appears to have been little change in 
the scale of capital outlays by provincial and municipal enterprises compared 
with the previous year. 

Net new issues of provincial and municipal bonds sold in the domestic 
market in 1968 were approximately $530 million less than the amount sold in 
1967. Net borrowing in the United States market was also down by about 
$170 million, but foreign currency borrowing in Europe, which had been 
negligible in past years, amounted in total to about $300 million in 1968. 


PUBLIC DEBT MANAGEMENT OPERATIONS. The Government of Canada 
was again very active in the capital market in 1968. There were six offerings 
of marketable bonds in the domestic market; foreign currency issues were placed 
in Italy, Germany and the United States; there were two Canada Savings Bond 
issues; three offerings of special treasury bills were made, and the amount of the 
weekly bill offerings varied considerably during the year. The factors which 
gave rise to financing activity on this scale included the substantial domestic 
requirements of the Government arising out of its budgetary and non-budgetary 
transactions, and the abnormal extent of the decline in the amount of Canada 
Savings Bonds outstanding during much of the year when yields available on 
such bonds were exceeded by rates offered on competing deposit and investment 
instruments. The timing of new issues was affected by the unanticipated in- 
crease and subsequent decline in domestic cash balances as the Government first 
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SUMMARY OF DIRECT NEW ISSUES AND RETIREMENTS 
GOVERNMENT OF CANADA MARKET BONDS 








Amount Amount 
delivered retired 
(millions (millions 
of dollars Years to Yield to of dollars 
Date issues offered par value) maturity maturity par value) 
(Payable in Canadian dollars) 
1968 
Jan. 15 6% Feb. 15, 70 250 2 yrs. 1 mo. 6.20 
6% Dec. 15, "71 200 3 yrs. 11 mos. 6.44 
450 400 
Apr.1 516% Apr. 1, ’69 60 1 yr. 7.03 
7% Apr. 1, °73 fate 5 yrs. 7.30 
275 CaS 
Apr. 3 9a) 
June 15 634% July 1, ’69 75 1 yr. % mo. 7.00 
7 Octo 1-70 “15 2 yrs. 344 mos. pe 
7% June 15, '74 250 6 yrs. 7.26 
600 495 
Aug.1 616% Dec. 15, 69 35 1 yr. 44% mos. 6.65 
634% Oct. 1,'70 105 2 yrs. 2 mos. 6.75 
7% Apr. 1, ’'73 260 4 yrs. 8 mos. 7.00 
400 
Sept. 13 100 
Oct.1 6% Feb. 15, ’70 35 1 yr. 444 mos. 6.11 
614% Oct. 1,71 200 3 yrs. 6.25 
616% Apr. 1,'75 200 6 yrs. 6 mos. 6.60 
616% Oct. 1, '95 100 LESVYS: 6.60 
obs) 260 
Dec. 15 614% May 1, '70 50 1 yr. 44% mos. 6.28 
614% Apr. 1, ’71 200 2 yrs. 34% mos. 6.36 
250 100 
(Payable in foreign currencies) 
Apr. 15 103) 
May 15 584% May 15, ’70 (lire) 30 2 yrs. 5D 
514% May 15, ’71 (lire) 36 SaNIS: 5.875 
6% May 15, '72 (lire) 37 4 yrs, 6.00 
108 
Junel 634% June 1,’73 (DM)® 68 B VES. 6.87 
674% June 1, '88 ($US)® 108 20 yrs. 6.90 
176 
Oct. 15 1¢3) 


(1) Cancellation of 544% Aug. 1, 1980 securities held by Government Securities Investment Account and/or Purchase Fund. 

(2) Cancellation of Government Securities !nvestment Account holdings of 5% Oct. 1, 1968 securities. 

(3) Partial redemption at par of $U.S. pay 5% Oct. 15, 1987 for the sinking fund. 

(4) Net proceeds of deutsche mark issue credited to Government by underwriter on May 24, 1968. 

(5) U.S. $100 million issue, of which U.S. $72 million delivered June 11, 1968; U.S. $13 million delivered Oct. 15, 1968, and U.S. $15 
million delivered Jan. 15, 1969. 
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lost foreign exchange reserves when the Canadian dollar came under pressure 
and then recouped them later in the year. 

The Government’s borrowing was conducted in an environment of con- 
siderable uncertainty in the capital market and generally high and rising interest 
rates. For the most part, it continued to issue securities of relatively short term 
to maturity as is indicated in the table on page 53. An exception was the 
October 1 issue when $100 million of 27-year bonds were included in the offering. 

As a means of offering investors a wider choice of maturities in connection 
with many of the 1968 debt operations, the Bank concurrently offered a variety 
of switch programmes. These programmes were of two types. One type repre- 
sented an advance refunding operation, under which the Bank agreed to take a 
stated amount of a new issue from the Government in exchange for short-dated 
securities, and at the same time offered the market an opportunity to effect the 
same exchange with the Bank. Under the second type, the market was given an 
opportunity to purchase certain outstanding issues from the portfolio of the Bank 
in exchange for the newly-offered maturities. A feature common to both types 
of switching offer was that the market lengthened the average term to maturity 
of its holdings in the process. Most of these offers were taken up virtually to 
the full extent of their pre-announced limits. 

The amount of treasury bills outstanding was increased by $370 million 
over the course of 1968; chartered bank holdings of bills increased by $403 
million during the year. Apart from weekly changes in the tender, $150 million 
of one-year bills were sold in June, while a $100 million 11-day series in 
November provided the Government with temporary financing during the period 
of heavy redemptions of outstanding Canada Savings Bonds just prior to receipt 
of the proceeds of sale of the new Canada Savings Bonds in the autumn cam- 
paign. In addition $75 million of one-year bills were auctioned at the end of 
November to refund part of the $125 million of maturing one-year bills. 

The first Canada Savings Bond issue in 1968 was the Special Replacement 
Series offered in March in advance refunding of the unusually large maturity of 
the 1959 Series due November 1; the refunding issue yielded 6.88 per cent if 
held to maturity in 1978. This campaign lasted until May 15 by which time 
$538 million of the 1959 Series bonds had been exchanged for the new issue. A 
further $312 million of the Special Replacement Series bonds were sold in a 
limited cash offering which followed the refunding campaign and terminated on 
May 23. The usual autumn Canada Savings Bond campaign took place against 
a background of great uncertainty as to the direction of interest rates. On this 
issue the yield was 6.75 per cent if held to maturity in 1982; if the interest 
coupons were held uncashed to maturity $250 would be received at that date for 
each $100 bond presented, as a result of the compounding of interest earned. 
The campaign was successful in netting almost $900 million during the October- 
November period. 
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FINANCIAL TRANSACTIONS OF CANADIANS WITH NON-RESIDENTS. 
As mentioned earlier (page 33), the increasingly large errors and omissions in 
the Canadian balance of payments statistics in 1967 and 1968 make interpreta- 
tion of both the current and capital account flows difficult. In the official 
estimates, which attribute all of the balancing item to the short-term capital 
account, the net use of non-resident savings by Canadians is shown as declining 
from $543 million in 1967 to $181 million in 1968; net capital inflows in 1968 
are shown at $534 million, slightly less than the $561 million inflow in 1967. 
Official reserves, which had risen by $18 million in 1967, increased by a further 
$353 million in 1968, of which $266 million was attributable to new foreign 
currency bond issues sold by the Government of Canada. 

The recorded statistics indicate that net sales of securities to non-residents 
in 1968 were very much larger than in 1967. The table on page 47 shows that 
Government of Canada new bond issues and treasury bills sold abroad in 1968 
exceeded by $261 million the small retirements of maturing Government bonds 
and Canadian purchases of outstanding Government bonds from non-residents. 
This was in contrast with the preceding two years when the Government re- 
patriated considerable amounts of its foreign debt. Net sales of provincial and 
municipal bonds to non-residents rose slightly in total in 1968; sales of corporate 
bonds and stocks rose appreciably. From 1962 to mid-1967 non-residents had 
been reducing their holdings of Canadian stocks but for the past year and a half 
they have been adding to their holdings. The large inflows of capital from 


NET SALES OF SECURITIES TO NON-RESIDENTS 
(millions of Canadian dollars) 


1966 1967 1968 
Canadian securities: 
Bonds. gross New iSSueS.; ...2,.... 20 anes eee. 1,408 £255 1,889 
= POLHEMENt Swans eeekOe thE As alae ses 3s ee — 495 — 338 — 394 
— trade in outstandings................... — 104 — 56 — 70 
GL Al se ce ok ee oe CEL ee cay mE Se 809 861 1,425 
Treasury bills and short-term paper............... — 19 — 39 — 98 
BOl POtare SLOCKS ne een ati tates ee eee eee — 83 5] 183 
FotalCanadianisecurities: 26 .........+00en. 707 879 1,510 
Foreign securities: 
IBRD bonds — transactions by Government 
Di CONG dave ee caeae yan ie eters acca — 25 — 20 45 
Other foreign securities transactions.............. — 376 — 398 — 509 
Total Green SCCuriteS oc ose 5 occ. 3 s'eoa aes — 401 — 418 — 464 
TIGUE) Get Sea Satyr Recta nt Ae et ea ee 306 461 1,046 


sales of Canadian securities to non-residents have been offset in part by Canadian 
purchases of foreign securities, mainly United States corporate stocks; these 
rose again in 1968. 

Almost all of the increase in 1968 in net sales of securities to non-residents 
resulted from sharply increased sales of new issues of Canadian bonds. De- 
liveries rose from $1,255 million in 1967 to $1,889 million in 1968. Of the 
total increase, $266 million arose from Government of Canada borrowings in 
Europe and the United States. At the close of 1967 Canadian borrowers were 
beginning to tap the developing European market by selling U.S. dollar bonds 
in the Euro-bond market, and in 1968 sales of such issues amounted to over 
$100 million. Following the sale of bonds in the German market by the Govern- 
ment of Canada in May, other Canadian borrowers placed issues in that market 
and by year-end they had sold the equivalent of about $220 million in bonds 
denominated in deutsche marks. As the table below shows, there was only a 
small increase in the total of funds raised by borrowers other than the Govern- 
ment of Canada in the United States market; such deliveries totalled $1,257 
million in 1968 compared with $1,196 million in 1967. 

Foreign direct investment in Canada is estimated to have amounted to 
$585 million in 1968 compared with $620 million in 1967. All of the reduction 
occurred in the first quarter when such investment dropped to almost nothing; 
it rose sharply in the second quarter and remained high in the second half of the 
year. Canadian direct investment abroad also varied with the swings in senti- 
ment about the Canadian dollar in the first half of the year; for the year as a 
whole it was $170 million as compared with $90 million in 1967. 


GROSS NEW ISSUES OF CANADIAN BONDS SOLD TO NON-RESIDENTS” 
(millions of Canadian dollars) 








To United States residents To other non-residents Total 
Gov't of Other Gov’t of Other 

Canada borrowers Total Canada borrowers Total 
1967 —1Q...... - 295 295 3 8 11 306 
CO 1 273 274 3 6 9 283 
SU res ees. ~ 259 259 4 4 8 267 
AO ade we 3 369 372 6 21 ra 399 
LEU Ee = Tee Mee nA 4 1,196 1,200 16 39 55 ass 
190s —— Ls es be ~ 340 340 4 63 67 407 
4 1 ee Pee 76 356 432 173 91 270 702 
OO) Wes. Nee, 279 279 4 a) 181 460 
AO ecu decas 16 282 298 9 is oe 320 
dC) | ee Oe 92 1 Pol 1,349 196 344 540 1,889 


(1) Includes small amounts of bonds payable in Canadian dollars sold to non-residents. 
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Capital outflows from recorded short-term capital transactions rose in 
1968. Canadian holdings of bank balances and other short-term funds abroad 
increased again, producing a substantial capital outflow. There was a sharp 
reduction in non-resident holdings of Canadian finance company paper and an 
offsetting rise in their holdings of Canadian dollar bank deposits and treasury 
bills. The balancing item in the statistics of the international balance of 
payments, which is included in the residual short-term capital account but which 
may represent unidentified net current payments as well as unidentified capital 
outflows, was large in the fourth quarter of 1967 and in 1968. 


The foreign currency transactions of the chartered banks produced a net 
outflow of $375 million in 1968, almost the same as the outflow in 1967. In 
1968 the banks channelled $438 million to the United States, with $63 million 


CANADIAN CHARTERED BANKS 
HEAD OFFICES AND BRANCHES IN CANADA 
NET CHANGES IN FOREIGN CURRENCY ASSETS AND LIABILITIES” 


(millions of Canadian dollars) 


Feb. to Dec. 
1966 1967 1968 1968 
With non-residents 
United States residents 
POS OLS 2 een ee ee eee eae oi 229 264 137 317 
PIADINMES See eee eee — 302 75 — 302 — 186 
NGL een Sich an UN, at Bie. 532 189 438 503 
Other non-residents 
Assets SOE! 3 BR. Beuy .. gy 2 330 624 492 
WIE CCL ge ee ne 63 153 687 685 
NOt Be ere eer ene et ee — 61 177 — 63 — 193 
Total 
PSSOCS ee Migs seca ie bee) ts sho aay Zo2 594 761 809 
FIADINUOS, Cotes oats ee ee — 239 228 385 498 
Net claims on non-residents....... 471 366 375 ii 
With Canadian residents 
POSOLS Aetna ree nde iy pina oie 91 —112 — 54 — 78 
PIS DUTIES ea) Ane Poa at 413 332 85 32 
UE RCL Ce eee, ae Cen ee — 322 — 444 — 139 — 109 
Chartered banks’ own net position. .... 149 — 78 236 202 


(1) Does not include assets or liabilities in gold. 
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being raised in other countries and the remainder arising from transactions with 
Canadian residents and from increases in the banks’ own foreign currency 
positions. In the spring of 1968 the banks agreed to observe three guidelines 
in the conduct of their foreign currency operations that would ensure that 
Canada was not used as a “pass-through” by which the purpose of the United 
States balance of payments programme would be frustrated. The text of these 
guidelines appears in the Appendix. On balance, the banks were net borrowers 
of funds from residents of overseas countries between the reference date for the 
guidelines of Feburary 29 and the end of the year. By the end of December 
their claims in overseas countries were $492 million higher than at the end of 
February but their liabilities were $685 million higher, so that their net liabilities 
in overseas countries rose by $193 million. In connection with the third guide- 
line, from February to December they reduced their deposit liabilities to United 
States residents by $186 million. 

The spot rate for the United 


U.S. DOLLAR IN CANADIAN FUNDS States dollar in the Canadian foreign 
Monthly Average of Business Days exchange market fluctuated close to 
1.09 SPOT RATE HOS ethe top of the permitted range from 


January to mid-March. It then de- 
clined steadily to late July when it 
reached the bottom of the permitted 
range, and it has subsequently fluc- 
| tuated close to that level. The for- 
ward exchange rate for the U.S. dollar 
in Canada was at a large premium 
during most of the first half of 1968, 
declined gradually during the second 
half of the year, and moved to a dis- 
count in the opening months of 1969. 

At the end of 1968 Canada’s reserves were U.S. $2,848 million compared 
with U.S. $2,516 million a year earlier. Official holdings of gold and USS. 
dollars rose by U.S. $559 million in 1968, while Canada’s net creditor position 
with the International Monetary Fund declined by U.S. $227 million. 





90-DAY FORWARD DIFFERENTIAL! 2 





aon 


Premium Abeve Spot Rate. 












Discount Below Spot Rate 


1966 1967 1968 69 
1. Expressed as a per cent per annum. 








58 


OFFICIAL HOLDINGS OF GOLD AND U.S. DOLLARS 
AND NET CREDITOR POSITION 
WITH THE INTERNATIONAL MONETARY FUND 


(month-ends — millions of U.S. dollars) 








Dec. Mar. June Sept. Dec. 
1967 1968 1968 1968 1968 
Official holdings of 
gold and U.S. dollars............... 2,268 2,244 ZA 2,534 2,827 
Net creditor position with IMF......... 248 - ~ l a 
UR LELESS aaa § CS oa neers 1 aaa 2,516 2,244 2514 2,539 2,848 
of which: 
Repayable to IMF.................. ~ 185 64 ~ - 
Repayable to Federal 
Reserve System................. - 250 125 - - 
OLN C leer cet eG (hs fects 2,516 1,809 2,385 22535 2,848 
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APPENDIX TABLE | 


BANK OF CANADA NET TRANSACTIONS IN GOVERNMENT OF CANADA 
SECURITIES IN 1968 





(delivered basis — par value in millions of dollars) 


Net purchases from (+) or net sales to (—) investment dealers and banks 





Bonds) 
mn reanuryi oS years ns Vente TE Neare Oven) ALIN ofa anda 

bills &under _to5 = to10  0years — bonds PRA 
aR acy, Ware akc ee tat — 190 + 45 — 4 — 45 — ll — 205 - 
Feb — 51 - - ~ “ — 51 ~ 
Malystareene te eon — 60 + 2 — - - — 58 - 
Apr — 15 +133 — 143 - + 2 — 23 - 
WAY east BES ee - + 2 — 2 - - - 
UGS Ne sor ceo nats — 40 + 82 - —126 - — 84 - 
1 Ree ee ey — 15 - ~ - — 15 ~ 
ROS ie cd ee Me —107 +121 — 7l — 26 — 24 —107 - 
Sep tniiemeia tou uatt eu +123 - - - - +123 - 
OC Driers econ sue + 17 — | - — 13 4. 27 + 30 ~ 
NOUEe rae nonien a ake +. 36 - - - + 4] + 47 - 
Dec + §0 — = = - + 59 — 
Net emer ee cae — 242 +384 —219 — 211 + § — 283 ~ 














(1) Classified by years to maturity at time of transaction. 
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Net transactions with Government and other client accounts 


Purchases 


(+) of mew issues 
less matured holdings 


bills 





— 21 


bonds 


+ 5/ 


Securities 


investment acct. 


bills 





bonds 





— 30 
— 70 
+120 
— 100 


Gther Government 
and client accounts 


bills 





— 49 
— 43 
— 84 
+ 18 
— 29 
— 46 
— 3l 
— 4] 
— 45 


Net purchases from (+) or net sales to (—) 


bonds 





—276 
— | 


Net change in holdings 
of Government of Canada 


bills 





— 260 
— 91 


+ +4 


securities 


bonds 


— 284 
— 7] 
+118 


total 


— $44 
— 162 
+132 
+ 16 
+ 15 
+117 
+ 98 
+ 14 
+180 
+ 85 
+ 35 
+149 


+135 
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APPENDIX TABLE 11 
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BANK OF CANADA ASSETS AND LIABILITIES 
(monthly changes - millions of dollars) 


Government 
of Canada 


securities at currency 
assets 


book value 


—542 
— 160 
+130 


Net 
foreign 


+270 


investment 
n 
IDB 


+ 2 
+ 2 
+1 
+13 
+ 1 
+ 2 


All 
other 
assets, 
met 





+ 51 
— 15 
— 38 
+ 82 
— 55 


Note 


circulation 


— 186 
— 30 
+ 9 
+ 59 
+ 24 
+106 
+ 73 


Canadian dollar deposit 


Chartered Government 


banks of Canada 


—121 
— 43 
+ 38 
+ 50 
- 13 
— 43 


liabilities 


+ 92 
—105 
+ 53 
+ 63 
- 3 
+112 
— 233 





Other 





—4 
+4 
+1 
—)5 
+6 
—1 
—3 
+4 
—6 


APPENDIX TABLE III 


GOVERNMENT OF CANADA FINANCIAL ACCOUNTS 
(millions of dollars) 


Calendar Calendar Calendar 
1966 1967 968 


PPR COUSC LOI OCUCl cate otc g ees wicks Genesis tw ahd ooo 428 678 733 
Adjustments to national accounts basis: 
Amount financed by increase (—) in liabilities to: 


Public service superannuation accounts.................. —412 — 432 —510e 

Unemployment insurance and old age security funds...... —289 —119 — 95e 

All other adjustments to national accounts basis............ 109 i273 157e 

2. Deficit or surplus (—) on national accounts basis............ — 164 256 285¢e 

3. Increase in major loans and advances to: 

Central Mortgage and Housing Corporation............... 456 678 394 
Farin CrecitsCORpOrauon., aseeen Mice see wate a, Soe 167 168 131 

CNR (incl. Air Canada, excl. debt refunding).............. 17 124 130 
Export Credits Insurance Corporation.................... 38 28 42 
Municipal Development and Loan Fund.................. 122 66 7 
Wetorans Land Act FUNG. ce. a4 cee ce ws a che wes eae 51 60 51 
DOOM CONG EXO EDIUOT Stay eres ie acts anne as omnes brags tte. it 68 — 9 
Nationaieovernments: 9. Aes Siew na Pee cee ft 7 — 13 61 
Provincial governments (excl. 1967 World Exhibition)...... 24 i ew 61 
OUNCE iateect, eee 4) Andie veiens aur eure aiemaks | Panetta fers 58 46 46 
DUULOLAI Me oer tee ne omc cer eres 1,055 F735 914 


4, Canadian dollars required to finance increase in Government's 
foreign currency assets (or reduction in liabilities) : 


Advances tothe Exchange Fund /s. 2. oP it oe oe ee — 633 147 529 
Holdings of IBRD and Columbia River Treaty bonds....... — ] — 12 — 78 
Subscriptions and advances to international agencies...... 226 iy 30 
Foreign-pay securities (outside Gov’t accounts)........... 164 45 — 266 
Demand notes payable to international agencies........... — 106 2 mt 229 
SHD-1OLAL ton a te eet Le els ce he — 356 201 — 14 
5. Net increase in other assets or reduction in other liabilities™ : 
Retundable corporation taxi abosna%< wate oes ates oe — 134 — 106 82 
Accrued corporation. income tax :.....c0..<<s%0 wes oc dauier — 31 —175 — 8(e 
Albother assets and iapites ok. ak aainc ulinies wae a5 —117 — 135 — 138 
SUDStOLa Leen eet ai: kee, Mime eects eet hg — 282 —416 —136 


6. Total Canadian dollar financing requirements 
ASU OIMCINS Ceara Ol ten ements ere cys 253 1,276 1,049 


7. Total Canadian dollar financing requirements were met by: 
Increase (+) in Canadian dollar securities outstanding 


outside Government aecountsecs 66.05. ahs ee ex 303 978 1,109 
Reduction (+) in Canadian dollar cash balances.......... — 50 298 — 60 
AOA Gee MOM. G) Nenccina. peeaemodmwsy sheesh Ree es 253 1,276 1,049 

e: Estimate. 


(1) Excluding those shown under Item 7. 
(2) A contra amount is included in the item “‘All other adjustments to national accounts basis” above. 
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Appendix 


EXCHANGE OF LETTERS BETWEEN THE HONOURABLE MITCHELL SHARP, MINISTER OF 
FINANCE, AND THE HONOURABLE HENRY FOWLER, SECRETARY OF THE TREASURY OF 
THE UNITED STATES, DATED MARCH 7, 1968, RELATING TO THE APPLICATION OF 
UNITED STATES BALANCE OF PAYMENTS MEASURES TO CANADA. 


Letter from Mr. Fowler to Mr. Sharp 


Dear Minister Sharp: 


Unique financial relations between our two countries have been a mutual 
support to both and to the international monetary system. These relations have 
served the interests of both our countries without interfering with the domestic policies 
of either. 


As was said some years ago when it was agreed that Canada should be exempt 
under the interest equalization tax: “For many years the capital markets of the two 
countries have been closely interconnected and United States exports of capital to 
Canada have financed a substantial portion of the current account deficit with the 
United States. This need continues.” 


At the same time this special financial interdependence was underscored by 
the undertaking of Canadian authorities that it would not be the desire or intention of 
Canada to increase her foreign exchange reserves through the proceeds of borrowings 
in the United States. 


It was agreed that active consultations would continue to strengthen the close 
economic relations between the two countries and facilitate measures for making the 
maximum practicable contribution to economic expansion and the strength and 
stability of both countries. 


In keeping with this practice we and our colleagues have had the benefit of 
regular consultations prior to and since the New Year’s day announcement by 
President Johnson of the deterioration in 1967 of the United States balance of pay- 


ments and the special program designed to bring the United States balance of payments 
to or close to equilibrium. 


We have reviewed the new situation and the new program particularly because 


of some concern in financial markets over the potential effects of the program on 
Canada’s financial position. 
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Our over-all financial arrangements have worked well and to our mutual ad- 
vantage. Our special relationships in the financial field include: 


—All commercial bank lending to Canada regardless of maturities is exempt 
from the IET. Such loans to Canadian borrowers have priority under the 
federal reserve guidelines. 


—There are no restrictions on the amount of long term loans to Canadian 
borrowers which can be made by United States non-bank financial institu- 
tions. Such long term loans are exempt from the IET, from the direct 
investment program and from the federal reserve guidelines. 


—Canadian subsidiaries of United States companies as well as all other 
Canadian companies can come to the United States capital market and bor- 
row free of the interest equalization tax to finance their investments in 
Canada. 


We agree that the time has now come to adapt these special relations in the 
financial field to our mutual advantage in handling the new United States direct in- 
vestment and federal reserve programs as well as Canada’s reserve management 
policies. 


The cardinal element in the present financial relationships between the United 
States and Canada is the fact that to the extent capital outfiows from the United 
States to Canada of a kind now covered by the United States balance of payments 
measures are insufficient to finance Canada’s current account deficit, Canadian bor- 
rowers would exercise their existing rights to borrow more in United States capital 
markets. Therefore any decline in the level of particular capital outflows to Canada 
from the level of past years caused by new United States measures could be expected 
to lead to increased borrowings by Canadian entities in the United States capital 
market. 


In the light of this situation and to make sure that the flow of funds from the 
United States to Canada is adequate, the United States will undertake to exempt 
Canada from all the United States balance of payments measures affecting capital 
flows that are administered by the Department of Commerce or the Federal Reserve 
System. 


By these arrangements Canada’s financial position is assured insofar as capital 
imperts from the United States are concerned, and the United States balance of pay- 
ments objectives and program as announced on January 1st would not be affected. 


I am sure that you will agree that it is desirable that we should continue to 
keep the economic and financial relationships between the two countries and with the 
rest of the world under continuing review, and that we should examine the detailed 
operation of this agreement and its impact on the balance of payments of both 
countries in the joint Canada - United States Ministerial Economic Committee and 
through regular meetings of our officials. 


I am satisfied that these arrangements will provide mutual support to our 
payments position and hence strengthen the international monetary system. 
| Sincerely yours, 
Henry H. Fowler. 


EXCHANGE OF LETTERS (continued) 


Letter from Mr. Sharp to Mr. Fowler 


Dear Secretary Fowler: 
I acknowledge receipt of your letter of today. 


Canada has, as you are aware, a great interest in the strength and stability of 
the United States dollar and we have been deeply impressed by the steps you 
announced at the beginning of the year to reduce your balance of payments deficit. 
We have also been conscious of your desire to operate your program in a way which 
recognizes the special position of Canada. 


I am of course very pleased that you have now reached the conclusion that 
you can, consistently with the objectives of your program, give further recognition to 
this special position by exempting Canada completely from your balance of payments 
program. ; 


The unique position of Canada was reflected in the Interest Equalization Tax 
exemption and reserve target agreement reached in 1963. The Canadian govern- 
ment feels that the further steps you are now taking should be matched by further 
steps on the Canadian side. First to ensure that your balance of payments position 
is in no way impaired as a result of your action, I am informing you that it is our 
intention to take any steps necessary to ensure that the exemption from your program 
does not result in Canada’s being used as a “pass-through” by which the purpose of 
your balance of payments program is frustrated. 


It is also our intention to invest our entire holdings (apart from necessary 
working balances) of United States dollars in United States Government securities 
which do not constitute a liquid claim on the United States, with of course effective 
safeguards to our position should our reserve level require. 


I agree that these arrangements are in the interests of both countries and in the 
general interest and that they provide further evidence of the close and mutually 
beneficial relationships between us. 


Yours sincerely, 
Mitchell Sharp. 
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EXCHANGE OF LETTERS BETWEEN THE HONOURABLE E. J. BENSON, MINISTER OF 
FINANCE, AND THE HONOURABLE HENRY FOWLER, SECRETARY OF THE TREASURY OF 
THE UNITED STATES, DATED DECEMBER 16, 1968, RELATING TO THE APPLICATION OF 
UNITED STATES BALANCE OF PAYMENTS MEASURES TO CANADA. 


Letter from Mr. Fowler to Mr. Benson 


Dear Minister Benson: 


In completing the 1969 United States balance of payments program and while 
arranging for an orderly transition, I thought it would be useful to review the unique 
financial relationship which exists between our two countries. This was last described 
in the exchange of letters I had on March 7, 1968, with your predecessor, Mitchell 
Sharp. In my letter I noted: “Unique financial relations between our two countries 
have been a mutual support to both and to the international monetary system. These 
relations have served the interests of both our countries without interfering with the 
domestic policies of either.” Events since March add a new endorsement to this 
judgment. 

This unique relationship which our two countries share is a natural reflection 
of a common and peaceful border of some 5,500 miles. It reflects as well the 
importance of trade and capital and neighbors who move across this invisible 
boundary. Recognizing this interdependence, we have long since believed that it is 
not in the interest of either country to occasion destabilizing influences on our cur- 
rencies which might inhibit the other country in the pursuit of its own economic 
objectives. To this end, our policies in this field have been to support our overall 
objectives to our mutual advantage. 

This is the reason, notwithstanding the crisis then raging in the gold markets 
of the world and only shortly after the President’s New Year’s Day balance of pay- 
ments measure, that in March we were able to exempt Canada from our balance of 
payments measures. This exemption and your reaction to it was indeed “mutual 
support.” Canada was thus assured of access to our markets for a wide range of 
capital transactions, enabling Canada to continue its traditional method of financing 
its current account deficit with the United States and permitting financial institutions 
in both countries to operate flexibly. 

This latest recognition of the interrelationship of our international payments 
is also the reason you have taken constructive actions to ensure that Canada is not 
used as a “pass-through” channel by which the purpose of the United States balance 
of payments program might be frustrated. Moreover, the policy under which you 
invest your foreign exchange holdings is to our mutual advantage. 

This is also the reason that in the exchange of letters last March we reiterated 
the basic principle that it would not be Canada’s intention to increase its foreign 
exchange reserves through borrowings in the United States. Implementation of this 
principle does not require that Canada’s reserve level be limited to any particular 
figure. We are well aware of Canada’s need for flexibility with respect to reserve 
levels in order to accommodate the adaptation of monetary policy to the changing 
needs of its domestic economy, seasonal factors and other influences of a temporary 
nature. This statement of objectives recognizes that under circumstances in which 
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EXCHANGE OF LETTERS (continued) 


an improvement in the payments position of the United States is essential to the 
strengthening of the world monetary system, it is in Canada’s own interest to avoid 
hindering the achievement of this objective by unnecessary borrowing in the United 
States. In recent times capital markets in other countries have developed a capacity 
which has attracted borrowers from many countries. Canadian authorities have taken 
advantage of these expanding capital markets to raise funds in substantial quantities. 
These developments now offer Canada an alternative means of achieving an increase 
in its reserves whenever Canadian authorities believe this is desirable. In addition, 
Canada has given strong support to the arrangements for new Special Drawing Rights 
which, when activated, will offer a source of regular and automatic additions to inter- 
national reserves. Both our countries, along with other nations, actively support the 
ratification of this new facility in the International Monetary Fund and the activation 
of these reserve assets as soon as possible. 


In undertaking this review of our relationship, I have been very much aided 
by the knowledge and experience our respective governments have gained through 
the close consultations which form such an important part of this relationship. These 
consultations will, of course, continue to permit us to keep each other fully informed 
of our views regarding current financial developments. 


The unique financial arrangements we have developed, expressed first with 
the joint statement of July 21, 1963 and brought up to date today, provide support 
to the payments positions of both countries and hence strengthen the international 
monetary system. 

Sincerely yours, 


Henry H. Fowler. 


Letter from Mr. Benson to Mr. Fowler 


Dear Secretary Fowler: 


I welcome the review of financial relationships between Canada and the United 
States which you have provided in your letter of today’s date. 


As you have noted, the Canadian Government is keenly aware of the im- 
portance to Canada and to the world, as well as to the United States, of the strength 
of the United States dollar and, as a means to that end, of a continued improvement 
in the international payments position of the United States. 


With this in mind, the Canadian Government has adopted policies to ensure 
that the exemption of Canada from the United States balance of payments programme 
would not endanger the success of that programme. In particular, we have taken 
steps to prevent Canada from becoming a “pass-through” channel for the flow of 
capital from the United States. We have also found various appropriate means of 
supporting the payments position of the United States. Thus the Canadian Govern- 
ment has invested its United States dollar reserves (in excess of working balances) in 
special non-marketable issues of the United States Treasury. It also turned to the 
expanding capital markets of Europe to find funds with which to rebuild Canada’s 
foreign exchange reserves. In the course of this year substantial sums have been 
added to our reserves as a result of borrowings of the Government of Canada and 
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other Canadians outside the United States, and the investment of these sums has 
provided support to the payments position of the United States. We expect, as you 
note in your letter, that the implementation of the Special Drawing Rights scheme in 
the International Monetary Fund will provide an additional well-regulated source of 
new reserve assets. 

I too have found very useful the close consultations which have come to form 
such an important aspect of the relationship between our two countries. I look 
forward to a continuation of them as a means of keeping each other fully informed 
of our views regarding current financial developments. 

In the light of all these considerations I can reiterate to you that it is not an 
objective of Canadian policy to achieve permanent increases in our exchange reserves 
through unnecessary borrowing in the United States. I fully share the view expressed 
in your letter that the implementation of this principle does not require that Canada’s 
reserve level be limited to any particular figure, and that our reserves may be expected 
to fluctuate to accommodate the adaptation of monetary policy to the changing needs 
of the domestic economy, seasonal influences, and other influences of a temporary 
nature. 

Yours sincerely, 
E. J. Benson, 


Minister of Finance. 


STATEMENT BY THE MINISTER OF FINANCE DATED MAY 3, 1968, ANNOUNCING 
GUIDELINES FOR THE CHARTERED BANKS. 


The Honourable E. J. Benson, Minister of Finance and President of the 
Treasury Board, announced today that following discussions with the chartered banks 
which the Bank of Canada undertook pursuant to the exchange of letters of March 7, 
1968 between the Secretary of the United States Treasury and the Minister of Finance, 
the chartered banks are now conducting their operations in foreign currencies in 
such a way as to accord with the understandings reached in that exchange. 

It will be recalled that Canada was granted exemption from the U.S. balance 
of payments measures affecting capital flows which are administered by the 
Department of Commerce and the Federal Reserve Board, and that in his letter to 
Mr. Fowler Mr. Sharp said that Canada would ensure that this exemption would not 
result in Canada’s being used as a “pass through” by which the purpose of the United 
States balance of payments program would be frustrated. 

The understanding reached with the chartered banks is embodied in three 
guidelines, which are appended. They provide in effect that Canadian banks will not 
be a channel for outflows of funds from the United States which impair the balance of 
payments of the United States without improving Canada’s external position. The 
guidelines place no restrictions on the flow of funds from the United States to Canada 
through Canadian banking channels. 

The Minister expressed his appreciation to the chartered banks for their co- 
operation. 
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STATEMENT (continued) 


1. The total of a bank’s foreign currency claims on residents of countries 
other than Canada and the United States should not rise above the level of 
the end of February 1968 unless the increase is accompanied by an equal 
increase in its total foreign currency liabilities to residents of countries 
other than Canada and the United States. 


2. If there should be a decline in the total of a bank’s foreign currency 
liabilities to residents of countries other than Canada and the United States 
from the level at the end of February 1968 the bank should achieve an 
equal reduction in its total foreign currency claims on residents of countries 
other than Canada and the United States as quickly as the liquidity of 
such assets will permit. 


3. Each bank should allow an increase in its U.S. dollar liabilities to residents 
of the United States from the level at the end of February 1968 only to the 
extent that the increase is fully matched by the sum of (1) the increase from 
that date in the bank’s U.S. dollar claims on residents of Canada, (2) the 
decrease from that date in the bank’s U.S. dollar liabilities to residents of 
Canada, and (3) the decrease from that date in the bank’s own spot position 
in U.S. dollars. 


STATEMENT BY THE MINISTER OF FINANCE DATED JULY 24, 1968, ANNOUNCING 
GUIDELINES FOR FINANCIAL INSTITUTIONS OTHER THAN BANKS. 


The Honourable E. J. Benson, Minister of Finance, today recalled that in an 
exchange of letters on March 7, 1968, between the Secretary of the United States 
Treasury and the Minister of Finance, Canada was granted exemption from the U.S. 
balance of payments measures affecting capital flows which are administered by the 
Department of Commerce or the Federal Reserve Board, and that Canada undertook 
to ensure that this exemption would not result in Canada being used as a “pass- 
through” by which the purpose of the United States balance of payments program 
would be frustrated. 


Mr. Benson noted that on May 3, 1968, the chartered banks had accepted a 
guideline which was designed to keep the total of each bank’s foreign currency claims 
on residents of countries other than the U.S. and Canada from rising above the level 
of the end of February, 1968, unless the increase is accompanied by an equal increase 
in its total foreign currency liabilities to residents of countries other than Canada 
and the U.S. 


Today he asked that a similar guideline be accepted by all other financial 
institutions operating in Canada, including trust companies, mortgage loan companies, 
sales finance companies, mutual funds, pension funds, insurance companies, invest- 
ment companies, investment dealers, and small loan companies. The Minister asked 
that each of these financial institutions manage its affairs in such a way that the total 
of its foreign currency claims on residents of countries other than Canada and the 
United States, in the form of deposits, loans and portfolio investments in bonds and 
stocks, does not rise above the present level unless the increase is accompanied by 


70 


an equal increase in its total foreign currency liabilities to residents of countries other 
than Canada and the United States, or arises from net earnings of foreign branches 
or subsidiaries. 

The Minister said that his officials will be getting in touch with Canadian 
financial institutions either directly or through their associations to ask them to 
improve the information available to him on their foreign currency assets and 
liabilities. 

In addition, Mr. Benson requested all Canadian investors to continue to comply 
with the request made in March, 1966 by the then Minister of Finance, the Honourable 
Mitchell Sharp, to all Canadian investors, including all financial institutions, not to 
acquire securities denominated in Canadian or United States dollars which are issued 
by United States corporations or their non-Canadian subsidiaries and which are subject 
to the United States interest equalization tax if purchased by United States residents. 
Investments in such securities made by Canadian financial institutions in order to cover 
foreign currency liabilities to non-residents of Canada and the United States were 
exempt from this request. All Canadian financial intermediaries are asked not to 
facilitate transactions which would be contrary to this guideline concerning such “off- 
shore”’ securities. 

The Minister expressed confidence that Canadians would co-operate in pro- 
tecting the national interest by following these guidelines. If there are cases in which 
financial institutions find that the conduct of their operations in accordance with 
these guidelines gives rise to special difficulties he asked that the institutions take 
these up with his officials. In particular he would be prepared to consider approval 
of investments in countries outside Canada and the United States to meet essential 
legal or customary requirements for cover for foreign currency liabilities in such 
countries, if this cover cannot otherwise be provided. 


STATEMENT BY THE MINISTER OF TRADE AND COMMERCE DATED SEPTEMBER 19, 1968, 
ANNOUNCING GUIDELINES FOR CANADIAN INCORPORATED COMPANIES, OTHER THAN 
FINANCIAL INSTITUTIONS. 


The Honourable Jean-Luc Pepin, Minister of Trade and Commerce, today 
announced a program applicable to Canadian incorporated companies, other than 
financial institutions, which is designed to ensure that their investments outside of 
Canada and the United States will be compatible with Canada’s unrestricted access to 
the United States capital market. 

This action is being taken as a follow-up to the arrangements set out in the 
exchange of letters between the United States Secretary of the Treasury and the 
Canadian Minister of Finance, dated March 7th, 1968, providing for the exemption 
of Canada from the United States balance of payments measures affecting capital 
flows. As part of the arrangement Canada undertook to ensure that the exemption 
did not result in Canada being used as a “pass-through”, by which the purposes of 
the United States program are frustrated. Guidelines to implement this undertaking 
with respect to operations of the chartered banks were announced by the Minister of 
Finance in May and guidelines for other financial institutions were announced in July. 
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STATEMENT (continued) 


The Minister emphasized that it is important that the flow of investment over- 
seas should not be increased as a consequence of the unrestricted access of Canadian 
business to the United States capital market. In this connection the Minister noted 
that annual investment overseas by Canadian non-financial companies was normally 
modest in amount, and a continuation of a normal volume of Canadian investment of 
this kind would be in order. The Government is not proposing the establishment of 
quotas for individual non-financial companies in order to ensure that the aggregate 
flow of investment overseas from such companies is held to moderate dimensions but 
the Government is instead requesting that these companies adhere to certain priorities 
as indicated in the following guidelines: 

As regards investment in continental Western Europe, Canadian companies 
are asked not to embark on new investment programs or otherwise increase 
their assets in such countries in any way involving the transfer of capital funds 
or other forms of financing from Canada or the United States except in cases 
where firm commitments have been made or where it can be clearly demon- 
strated that such investment could be expected to bring unusually large and 
early benefits to Canada’s trade and payments position and cannot be ade- 
quately financed from overseas sources. 

As regards investment in other developed countries overseas, companies are 

asked to exercise restraint in embarking on new investment undertakings which 

involve capital transfers or other forms of financing from Canada or the 

United States and to give priority to investment which will contribute im- 

portantly to improvement in Canada’s trade and payments. 

The general restraint to be exercised with respect to capital transfers to over- 

seas countries is not intended to inhibit desirable investment in less developed 

countries. 

Nothing in these guidelines is to restrict the financing of Canadian exports. 

As part of the program Canadian incorporated companies are being asked to 
provide information quarterly on international capital transfers actually made, and 
also to provide information on planned capital transfers to overseas countries for 
1968 and 1969 in cases where transfers in excess of $200,000 annually are contem- 
plated. The forward plans submitted will be carefully reviewed in light of the need 
to keep total Canadian investment overseas within moderate dimensions consistent 
with the exemption from the United States balance of payments restrictions. Par- 
ticular attention will be given to programs which involve the use of funds obtained 
from the United States either directly or indirectly. 


STATEMENT BY THE HONOURABLE MITCHELL SHARP, MINISTER OF FINANCE, TO THE 
HOUSE OF COMMONS, MARCH 16, 1966. 


When the United States balance of payments guidelines were being discussed 
in this house on February 2, I said that it would be most undesirable if the effect 
of these guidelines was to induce strong new demands upon capital markets in Canada. 
I also indicated that if necessary we would take whatever action is appropriate to 
protect Canadian interests. Prior to our meeting with United States Secretaries in 
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Washington it seemed clear that pressures on our capital markets were being ac- 
centuated as an indirect result of the United States guidelines, and we discussed this 
with them. 


Under the guidelines, United States companies are being encouraged to raise 
funds abroad for their international operations. In response to this, well known 
United States companies and their foreign subsidiaries are issuing dollar securities 
for sale outside the United States. To the extent that this search for funds abroad by 
United States companies attracts funds from Canada, it puts abnormal pressure on the 
Canadian market and could force Canadian borrowers to rely more heavily on the 
United States capital market. 


It has been, and continues to be, the policy of the government to encourage 
Canadians to invest their savings in Canadian development. We are now entering 
our sixth consecutive year of significant economic growth. Heavy demands are 
being made on our capital markets as Canadian industry expands its capacity and 
improves its efficiency and as Canadian governments and municipalities undertake to 
provide the many services required by our expanding economy. 


To meet this situation I am, on behalf of the government, making the following 
request today to Canadian investors. 


To help ensure that Canadian savings are available to meet the present large 
demands for capital in Canada the government is asking all Canadian investors, 
including financial institutions such as the banks, life insurance companies, and trust 
and loan companies, as well as other corporations, pension funds and individuals, 
not to acquire securities, denominated in Canadian or United States dollars, which 
are issued by United States corporations or their non-Canadian subsidiaries and which 
are subject to the United States interest equalization tax if purchased by United States 
residents. Investments in such securities made by Canadian financial institutions and 
pension funds to cover foreign currency liabilities to non-residents of Canada and the 
United States are exempt from this request. 


Canadian borrowers have co-operated with the government’s requests in the 
past for the exercise of some temporary restraint in borrowing abroad in the national 
interest. I feel certain that Canadian investors on their side will co-operate fully 
with this request which is also in the national interest. 


For some time the Bank of Canada and the Department of Finance have, in 
answer to enquiries, been discouraging the issue of securities in Canada by foreign 
borrowers. I feel that we should continue to discourage such issues since the use of 
Canadian savings in this way could bring increased pressures on our capital market 
and lead to increased borrowings in the United States by Canadians under the 
exemption from the interest equalization tax. I am confident that our financial 
institutions will continue to assist us in carrying out this policy. 
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BANK OF CANADA STATEMENT OF INCOME AND EXPENSES 


(thousands of dollars) 


Income 


On investments (including deposits) 


PREOINCINNCONIOD. oe ak chek oe ee Ok OU es 


Total income 


Operating Expenses 
Salaries 
Contributions to pension and insurance funds 
Other staff expenses 
Directors’ fees 


Auditors’ fees and expenses 


maxes inunicipal and DUSINESS) 04. ncn ca .o8eceie. obs eibee 


RCMP guards and electric protection 


Insurance 


Bank notes — production and shipment................... 
Data processing and computer costs....................... 
Other equipment and premises (net)...................... 
Str ecOUDUDUCAUONS Her. Anattn clin ntiat eran sk Caeon ate 
PTA MOCNUNE ARASLALLONGLY cures 5 o.4 0 v Osu oa be nsec neon seats 
feretasOralid OX PlGssere akon «ch see win csaeeh aioe mite ee 
MOPONONeS. and TElERTAMS 02.0 ..c occa ese caoesvoekwsanneud 
rave and transier EXPense.... 25s cece site os vice we dav eae. 
Interest paid on unclaimed balances....................... 


BMENCHEX DENSE Sart neni Ces akin eee as Oe eee 


moral OWETating ExNensesye...o..s..ocacss +s eee 


Depreciation on Buildings and Equipment 


Net Income Paid to Receiver General of Canada 


(1) The number of staff averaged 1,045 in 1968 and 1,002 in 1967 


(2) Includes overtime pay, medical services and cafeteria expense. 
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1968 


$203,323 
179 





$203,502 








$2726;257 
942 
467 
30 

85 
1,306 
225 
67 
4,887 
344 
706 
107 
292 
259 
219 
206 
68 
282 





$ 16,349 
998 
186,155 





$203,502 

















99 
242 





Salar Z 
848 
177,024 





$193,444 








BANK OF CANADA e sTATEM 


ASSETS 
1968 1967 
Deposits payable in foreign currencies pea se 
rounds sterling and U:S:A: dollars... nc. o es cece toetee $ 95,765,052 $ 90,641,089 
UTE RCUTLCNCICSspAepa mc. amet aay I kl as crea Od 156,521 251,509 
95,921,573 90,892,598 
Cheques on other banks... eee eee cece eee 152,236,827 105,583,628 
Advances to chartered and savings banks... «6... 5,000,000 3,000,000 
Accrued interest on investments... .... «6... ee 50,940,327 46,473,690 
Investments — at amortized values.......................... 
TREASUTY DINSOl-CONaGa ahem ee am cht sateen bata oeltees 453,368,678 538,304,355 
Other securities issued or guaranteed 
by Canada maturing within three years................... 1,540,915,405 1,269,681,384 
Other securities issued or guaranteed by 
Canada not maturing within three years................... 1,890,338 ,307 1,940,122,952 
Debentures issued by Industrial 
Development Bank —= Note. 0.2.2 esc: woshe caer onan > 305,041,830 270,231,238 
Securities issued by the United Kingdom 
and the United States of America.....................05. 10,752,213 10,710,303 
4,200,416,433 4,029,050,232 
industrial Development Bank eT Bi ich oe A ee ae 
Total issued share capital at cost — Note................... 49,000,000 45,000,000 
Bank premises 
Land, buildings and equipment 
Cost less accumulated depreciation....................... 22,150,087 17,348,143 
Net balance of Government of Canada 
collections and payments in process of settlement.......... 58,183,461 72,995,671 
Oriter OESCEE Nr re RE CONE Rae eu mht a ae 1,716,238 1,280,080 


$4,635,564,946  $4,411,624,042 
Note: The audited financial statements of the Industrial Development Bank as at September 30, 1968 were issued to the public on 


December 9, 1968. 


L. RASMINSKY, Governor A. J. NORTON, Chief Accountant 
Ottawa, January 28, 1969 
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AS AT DECEMBER 31, 1968 
(with comparative figures as at December 31, 1967) 


LIABILITIES 


1968 1967 
OLE Is 1G AT aR Re aeie Oadal toon ai ity, SoA $ 5,000,000 $ 5,000,000 
Toe CEC [eo eee BR pene me ae ee I  cien e 25,000,000 25,000,000 
PEGE sTererCarculatiOnn ced ab bl haw edo ca pwnd coe k 3,229,211,295 2,978,939,617 
Deposits 
mOvermameneo, Ganadds-- cna. accsce ne Fete: bp lenelne ones 47,447,900 42,171,527 
SaEERCEU GUKS: Pts ate Pe ee ere a eee ea 1,114,326,553 1,062,017,745 


Oe Pee ree ois cy 25-5 ee PE liv, ed MEE 38,380,403 37,925,605 


1,200,154,856 1,142,114,877 


Liabilities payable in foreign currencies 


POMGOVETNIMENEOf Cantaday. «6. ces kaw cece ooseadnaeoioaucs 26,983,626 32,367,592 
PROMO TOLS tic. Smee Sate) PME Wate OS de. 2. | Wacom geet 1,301,224 2,450,753 


28,284,850 34,818,345 


Bank of Canada cheques outstanding...................... 146,459,854 224,406,917 
BPR RTOMMILCENNT IGS Ne ro Ihre. oy en has wey € Ba Rlotcioiate ie BU Al 1,454,091 1,344,286 
$4,635,564,946  $4,411,624,042 


Auditors’ Report e We have examined the statement of assets and liabilities of the Bank of Canada as at December 31, 1968. 
Our examination included a general review of the accounting procedures and such tests of accounting records and other supporting 
evidence as we considered necessary in the circumstances. In our opinion, the accompanying statement of assets and liabilities 
presents fairly the financial position of the Bank as at December 31, 1968. 


JACQUES RENE DE COTRET, C.A. T. C. KINNEAR, F.C.A. 
of René de Cotret & Cie. of Price Waterhouse & Co. 
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February 28th, 1970. 


Ge fone web enson,) oe, 
Minister of Finance, 

Ottawa, Ontario. 

Dear Sir, 

In accordance with the provisions 
of the Bank of Canada Act I am transmitting 
herewith my report for the year 1969 and 
a statement of the Bank's accounts for this 
period which is signed and certified in the 
manner prescribed in the by-laws of the Bank. 

Yours very truly, 


ie Mivgmen ls 


Governor 
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Some Hichlights of the Year 


The past year was one of both strain and progress in the world economy. 
The major industrial countries virtually all experienced strong inflationary pres- 
sures which threatened the continuation of the long period of expansion. There 
was, however, reason for encouragement in the action taken by the authorities 
of many countries, including the United States, to change the inflationary en- 
vironment by checking excessive demand pressures. Another hopeful develop- 
ment was that the international currency system, which had been beset by a 
number of crises in the past few years, was a good deal more stable at the end 
of 1969 and a considerable degree of confidence had been restored. 


While economic activity in Canada continued to expand for the ninth suc- 
cessive year, the over-all performance of the economy in 1969 cannot be re- 
garded as satisfactory; prices continued to rise at an unacceptable rate, and 
public policy, including monetary policy, had to be vigorously directed to re- 
straining the inflationary pressures. 

After so long a period of expansion and after several years of significant 
price rise, the expectation of continued price increases had come to be firmly 
embedded in the thinking of many important elements of the community and 
the response to the policies of restraint was slow. However, by the latter part of 
1969 there were signs of a slowing down in the rate of expansion, though there is 
not as yet convincing evidence of moderation in the rate of price and cost increase. 


The slowing down in the rate of expansion in Canada and the development 
of a greater degree of slack does not become apparent if one looks merely at 
the annual changes in output and unemployment. Indeed, the increase in real 
output in 1969—nearly 5 per cent—was about the same as in 1968. Un- 
employment in 1969 averaged 4.7 per cent, slightly less than in 1968 and in 
January 1970 it was 4.5 per cent, seasonally adjusted. But the labour force 
has grown at an abnormally low rate since the first quarter of 1969; and the 
higher average level of output in the year as a whole owed a great deal to a 
continuation into the first quarter of 1969 of a particularly strong period of ex- 
pansion. For the balance of the year the underlying trend—if one looks through 
the distorting effects of the important strikes that occurred—was that expansion 
was proceeding at a distinctly lower rate. 


For five years now, the Consumer Price Index has been rising at a rate in 
excess of 3 per cent a year and for the past two years at rates of 4 per cent to 
4Y per cent. The need for stringent monetary policies to help contain and com- 
bat this erosion in the purchasing power of money has been widely accepted in 
Canada, mainly, I believe, because of a growing appreciation, based on concrete 
experience, of the dangers of inflation. There are, to be sure, some differences 
of opinion in the approach to economic policy, but it would be a mistake to 
believe that these differences reflect different basic attitudes towards fundamental 
aims. In particular, there is not, as is sometimes alleged, one group who care 
about people and their employment and another group who care only about price 
stability. This is a false antithesis. Everyone wants to achieve increases in 
output, employment and standards of living that are as great as can be managed. 
The differences of opinion reflect, in large measure, differences in time perspec- 
tive. Some concentrate their attention on the short-run costs of anti-inflationary 
policies. On the other hand, those who stress as I do the importance of price 
stability believe that we shall have a better chance of maintaining a high rate of 
growth of employment in the future if care is taken to preserve the purchasing 
power of money. More than this, they feel as I do that there is no justification 
for risking the serious injury to our economy and our society which would occur 
if measures of restraint were insufficient and inflation were permitted to accelerate. 

Some slowing down of the economy was indeed, in the circumstances, a 
necessary prelude to a reduction of price and cost pressures. The purpose of 
restraint is not, however, to slow down the economy for its own sake but as a 
means of slowing down the price and cost increase in order to provide a solid 
base for sustainable economic expansion. Policy will not achieve its objective 
if it is abandoned at the first sign of success, namely, as soon as the growth of 
the economy shows signs of deceleration. This is particularly the case if there 
are widely held inflationary expectations. 

The public authorities must, of course, always be mindful of the danger 
of pushing restraint beyond the point necessary to do the job of dealing with the 
inflationary situation. There are lags in the effect of policies of restraint on 
total spending in the economy and of changes in total spending on costs and 
prices which must be kept in mind. So far as the central bank is concerned, 
there is no escape from the difficult judgments which must continuously be made: 
it must be constantly appraising all the information which is becoming available 
and must balance the risk of going too far and contributing to an undesirable 
degree of slack in the economy against the risk of premature or excessive re- 
laxation which would trigger off fresh inflationary expectations and actions. 

The results up to the present of the policies followed during the past year 
make it reasonable to hope that continued efforts to control inflation will begin 
to yield their fruit and permit us to return to sustained non-inflationary growth. 
There has been an encouraging change in the economic climate. Meanwhile, a 
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widespread understanding of the problem continues to be necessary, and because 
of this I comment in some detail in the immediately following pages of my 
Report on the way in which anti-inflationary policies can be expected to work, 
on some of the particular problems of conducting such policies in Canada, and 
on the reasons why, in my opinion, we have no choice but to continue the effort 
in spite of all the difficulties involved. This is followed by a review of the main 
developments in monetary policy during the past year; the first part of the 
Report concludes with some general observations on recent international finan- 
cial developments. 


THE PROBLEM OF INFLATION 


Throughout the past year the policy of the Bank has been directed towards 
achieving and maintaining tight credit conditions in order to help bring infla- 
tionary pressures in the economy under control. The thrust of fiscal policy has 
been in the same direction. For the most part, monetary and fiscal policies 
operate through market forces. The slowing down of the growth of total spend- 
ing which these policies produce causes markets for goods and services to soften, 
and it becomes difficult for businessmen to raise prices. A squeeze on profits 
develops and businesses eventually have no alternative but to resist cost increases, 
including increases in wages and salaries which go much beyond the increase in 
productivity. (The crucial role played by wages and salaries in the price 
increases of recent years is shown in the table on page 32.) 

Policies of financial restraint do not eliminate inflation very rapidly, par- 
ticularly if price and cost increases have developed a good deal of momentum. 
Moreover, they are not without real costs in terms of a temporary loss of em- 
ployment and output. Unless we are prepared to accept widespread direct 
governmental intervention, there is really no choice but to place major reliance 
on monetary and fiscal policies if we seriously wish to control inflation and avoid 
major damage to the economy. Naturally, it would be better if inflation could 
be dealt with by increasing the supply of goods and services rather than by re- 
stricting demand. “Supply” policies designed to increase the efficiency and 
mobility of our resources (such, for example, as retraining and the development 
of labour skills) are indeed of fundamental importance to the long-run per- 
formance of the economy, and much emphasis has properly been placed on them 
by governments. But such policies cannot unfortunately be expected to make 
an important contribution to the present urgent problem of controlling inflation. 

There are time lags which delay the impact of policies to restrain spending. 
I shall refer in the next section to some of the lags involved in the effect of 
changes in monetary policy on the availability of credit. Even when monetary 
restraint is fully effective and conditions in financial markets become tight, in- 
dividuals and businesses do not react immediately by moderating their spending 
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Third, inflation militates against economic growth. It introduces an 
additional element of uncertainty about the future which diverts people’s energies 
and skills away from constructive activities towards trying to out-guess the course 
of the inflation. It rewards economic initiatives on the basis of how well they 
happen to fit the progress of the inflation rather than on their economic contribu- 
tion. Such temporary stimulating effects as inflation can have on the level of 
economic activity depend on it not being expected: if inflation is pushed to the 
point where it is generally expected and constant efforts are being made to adjust 
to it, then the stimulating effects are lost. 

Fourth, inflation is extremely damaging to capital markets. The less 
confidence there is in the maintenance of the value of money, the more reluctant 
investors are to commit their funds for long periods of time. Economic growth 
cannot fail to be retarded if it becomes extremely difficult to borrow long-term 
funds for projects that take many years to yield their full return. It is true that 
some borrowers, notably business corporations, can continue to obtain a portion 
of the funds they require by giving up equity in some form or other, for example, 
through convertible debentures. But this is not possible for homeowners or 
for provincial or municipal governments borrowing to provide social capital, 
including funds for schools, universities and hospitals. 

Finally, inflation can undermine our international competitive position. It 
is true that other countries are also having a difficult time in controlling inflation, 
but we should not assume that they will fail to do so. And if we could make 
some gains in our competitive position by doing somewhat better than others in 
controlling inflation, the long-term rewards in the form of increased output and 
employment and an improved trade balance would be tangible and worthwhile. 

For all of these reasons, it is really not open to us to abandon the effort to 
deal with inflation. The special characteristics of the Canadian economy do, 
however, require that we should constantly be seeking, in ways that include 
co-operative action between different levels of government, to make the impact 
of our policies as equitable and selective as we can. They also reinforce the 
general point I have made on a number of occasions that the over-all policies of 
fiscal and monetary restraint should, to the maximum extent possible, be supple- 
mented by voluntary restraint in order to shorten the duration of such policies 
and thus minimize their temporary unwelcome side effects. Everyone would 
derive benefits from a concerted effort to break into the interrelated cost-price 
push of recent years. I strongly support the efforts of the Prices and Incomes 
Commission to achieve this objective. 


MONETARY POLICY 


Since the autumn of 1968, when it became clear that the anticipated 
moderation of inflationary pressures was not occurring, monetary policy has 
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again been directed towards restraint. The tightening of credit conditions has 
involved both higher costs for money and the restriction of credit availability. 

The trend of interest rates in Canada in 1969 was greatly influenced by 
movements of rates abroad, and particularly by the direct and indirect effects 
of the extraordinary increases which occurred in the Euro-dollar market. The 
magnitude of these increases is illustrated in the next section of this Report. 
The Euro-dollar market is a very large international money market, and the very 
high rates paid in it exerted a powerful pull on funds and put strong upward 
pressure on short-term interest rates in all countries. 

As interest rates rose in the first half of 1969 our Bank Rate was increased 
three times—from 61% per cent to 7 per cent at the end of February, to 7% 
per cent in June and to 8 per cent in July, where it has since remained. Com- 
mercial paper rates reached a peak of about 91% per cent towards the end of the 
year; the average yield on long-term Government of Canada bonds reached a 
level of 83 per cent; the prime conventional residential mortgage rate was about 
1014 per cent. There was a moderate decline in security yields early in 1970, 
reflecting in part a larger downward movement in the United States and some 
relaxation in the Euro-dollar market. 

The general restriction of the availability of credit lagged somewhat behind 
the increase in its cost, except in the case of new bond issues in Canada. A 
substantial decline in the amount of new money raised in Canada through the 
issue of long-term bonds took place in 1968 and there was a further decline in 
1969. Part of this decline in domestic bond issues was offset by increased 
borrowing in foreign markets. In the mortgage market, the flow of funds was 
relatively well maintained until the second half of 1969. Bank loans continued 
to rise rapidly through the first part of 1969 but since the beginning of the 
summer the banks have felt the need to ration loans severely. 

The restrictive monetary policy was slow in having a substantial impact on 
the availability of bank credit because at the beginning of the present period of 
severe restraint the banks were quite liquid and because under the pressure of the 
heavy loan demand which developed they turned out to be willing to see their 
liquidity run down to considerably lower levels than they had in the past. By 
April 1969 the combination of the restrictive policy of the central bank and the 
continued rapid expansion of bank loans had reduced the banks’ ratio of more 
liquid assets to total assets below 29 per cent, a new low up to that time. On 
April 11 the Bank of Canada announced that it was raising the minimum 
secondary reserve ratio requirement from 7 per cent of deposit liabilities to 
8 per cent, an action which had the effect of impounding about $250 million of 
the banks’ liquid assets, thus making them unavailable to finance further loan 
expansion. 
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The Bank of Canada has continued to keep the cash and liquid positions of 
the banks under pressure in order to maintain tightness in the credit system. 
Between April 1969 and February 1970, the banks’ more liquid assets were 
reduced substantially and the ratio to their total assets has moved down to around 
Z5-per cent, 

The effects of monetary policy on the banking system in 1969 show up 
clearly in the broad aggregates. A definite slowing in the rate of increase in 
bank loans occurred in May and June, and in the second half of 1969 the annual 
rate of increase in the aggregate of business and consumer loans was less than 
4 per cent. Despite some upward movement in November and December, the 
total Canadian dollar assets of the banks grew at an annual rate of only 2 per 
cent in the second half of 1969—5 per cent for the whole of the year. The 
privately held money supply as broadly defined (i.e. the total amount of currency 
outside banks and Canadian dollar bank deposits held by the general public) rose 
by less than 4 per cent in 1969; the increase in money holdings would be some- 
what greater if account were taken of the large rise in foreign currency deposits 
at the chartered banks. 

The availability of credit through the banking system in 1969 was affected 
by the Bank of Canada not only through cash reserve management and the 
increase in the secondary reserve requirement but also by the Bank’s request to 
the larger chartered banks that they compete less aggressively for large blocks of 
Canadian dollar short-term deposits. Large investors wishing to stay liquid 
look for temporary employment for their funds in bank deposits, short-term 
government securities, commercial and finance company paper and short-term 
claims on other financial institutions. In many cases the funds are in effect put 
up for auction, and the competition for them tends to be very intense as the 
major banks are very reluctant to lose accounts of large, established customers. 
In our system this has in some circumstances led to an undue escalation of 
interest rates paid on short-term deposit instruments, which in turn has tended to 
pull up the whole structure of rates. 

In response to requests of the Bank of Canada, the larger banks have limited 
the rates paid on their short-term Canadian dollar certificates of deposit. Since 
last July the maximum rate has been 7/2 per cent. As a result in part of the 
restraint exercised by the banks, their deposits in this category have declined 
considerably. It also seems likely that the rise in the short-term interest rate 
structure has been in some degree limited. The Bank of Canada is well aware 
of the problems involved in using moral suasion to influence the rates of interest 
paid by banks, since this affects the distribution of savings between various 
financial institutions and various types of instrument. However, the experience 
of recent years suggests that there are circumstances in which some such action is 
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necessary. I wish to acknowledge that the co-operation of the banks in this 
matter has been of considerable help in the implementation of monetary policy. 

The decline in the short-term certificates of deposit just referred to was to 
some extent offset by a very rapid increase in foreign currency “swapped” 
deposits* with the chartered banks. The rates of interest available on such 
deposits were influenced by the upward spiral of short-term rates in the Euro- 
doliar market. In the middle of July, when the Bank Rate was raised to 8 per 
cent, the Bank of Canada requested the chartered banks to accept a temporary 
ceiling on “swapped” deposits. The purpose of this action was to limit the 
impact on the Canadian market of the extraordinarily high rates prevailing in the 
Euro-dollar market. In January 1970 the Bank asked a number of other 
financial institutions not to frustrate the effect of the ceiling on “swapped” 
deposits by arranging similar transactions in other ways. 

The Bank of Canada has requested the co-operation of the chartered banks 
on a number of other matters. In order to soften the impact of tight credit 
conditions on less prosperous areas of the country, the Bank of Canada has 
asked them to have special regard for borrowers in those areas. ‘The Bank has 
also asked the banks to pay particular attention to loan applications from small 
businesses throughout the country since, unlike large corporations, they do not 
normally have alternative sources of credit. The Bank has also expressed the 
view that the chartered banks should maintain a reasonable continuity of lending 
on housing mortgages. Finally, in view of the higher bank loan rates now pre- 
vailing in the United States, which give United States corporations an incentive 
to borrow here directly or through Canadian subsidiaries, chartered banks were 
asked to give priority in the use of their total loan resources to the credit-worthy 
demands of their Canadian customers. 


INTERNATIONAL FINANCIAL DEVELOPMENTS 


The past year has witnessed a number of remarkable developments in the 
international financial system. The one on which I shall comment first is the 
very sharp increase in interest rates in the Euro-dollar market. Others reflected 
encouraging progress in dealing with some of the problems that have beset the 
system in recent years. 

Interest rates on term deposits in the Euro-dollar market rose from a level 
of a little above 7 per cent at the beginning of the year to a peak of over 12 per 
cent in June, and they averaged well above 10 per cent for the rest of the year. 
They dropped below 9% per cent in the early months of 1970. 

Although many factors affected the level of Euro-dollar rates in 1969, the 
principal one was massive borrowing in that market by the foreign branches of 
* Funds converted into a foreign currency, usually U.S. dollars, which have been placed on term deposits 


with a bank and which the bank has undertaken through a forward contract to convert back into Canadian 
dollars at maturity. 
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United States banks on behalf of their head offices. This borrowing was in- 
duced by a tightening of monetary conditions in the United States, and the nature 
of United States banking arrangements was such that the borrowing continued 
even after Euro-dollar rates rose far above United States rates, thus producing 
an escalated upward movement in Euro-dollar rates. In the countries most ex- 
posed to the influence of Euro-dollar rates a rising trend in interest rates was in 
general appropriate to their domestic economic situations, but the rapidity and 
extent of the Euro-dollar increases was so great that many countries took special 
measures aimed at limiting the pull of the Euro-dollar market and moderating 
the impact on their rates of the high Euro-dollar rates. As already indicated, 
the Bank of Canada in July 1969 obtained the co-operation of the chartered 
banks in limiting outflows through “swapped” deposits. 

Turning to the international exchange rate situation, one outstanding 
problem that was resolved was that of the foreign exchange value of the German 
mark. On September 29, 1969 the German authorities announced that they 
would no longer maintain the declared par value of the mark and, after allowing 
its exchange value to float for four weeks, they declared a new par value at a 
level approximately 9 per cent higher than the old parity. 

A widespread opinion that the German mark would sooner or later be 
appreciated had been evident for at least a year before it happened. Among the 
factors which contributed to this view were the persistent strength in the current 
account of the German balance of international payments and indications that 
Germany would experience growing inflationary pressures if it did not revalue. 
Expectations regarding revaluation erupted in massive purchases of marks in 
November 1968 and in May and September 1969; and on each occasion great 
strains were placed on the payments positions of a number of other countries. It 
is estimated that the cumulative net inflow into Germany in anticipation of 
revaluation had reached the extraordinary level of some U.S. $5 billion at the end 
of September 1969. It now seems that the greater part of this vast inflow had 
been reversed by the end of the year. The return flow strengthened the foreign 
exchange positions of many countries, particularly the United States. 

One benefit to the world of the period of substantial German payment 
surpluses was the emergence in Germany of a large international market for 
long-term capital. Since the revaluation the availability of new long-term 
German capital to foreign borrowers has been sharply reduced. In the longer 
run it will be helpful to other countries if Germany achieves a payments equi- 
librium which is consistent with being a substantial exporter of capital. 

The foreign exchange value of the French franc gave rise to considerable 
uneasiness after the events of May and June 1968 had weakened the international 
payments position of France. There were widespread expectations that a 
depreciation of the French franc would accompany an eventual appreciation of 
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the German mark, and in these circumstances each surge of buying of marks 
gave rise to some selling of francs. The French authorities announced a reduc- 
tion in the par value of the franc by approximately 11 per cent effective August 
10, and followed this with a programme of fiscal and monetary measures designed 
to restore both internal and external equilibrium. Thereafter, and particularly 
since the revaluation of the German mark, France experienced a substantial 
return flow of funds and the franc has strengthened in foreign exchange markets. 

The payments position of Britain continued to be a source of concern in the 
first part of 1969, as it had been for a number of years, and each outbreak of 
speculation on the German mark and the French franc put pressure on sterling. 
By late summer, however, it became evident that a significant improvement in 
Britain’s payments position was under way, and subsequent developments have 
confirmed that trend. In the second half of 1969 Britain had a substantial over- 
all surplus in its balance of payments, sterling strengthened on the exchanges, 
and the British authorities were able to make substantial repayments of the large 
short-term debt that they had incurred in recent years. 

The long international discussions of plans to protect the world against a 
future shortage of international liquidity were brought to a successful conclusion 
in 1969. Members of the International Monetary Fund agreed to empower the 
Fund to create Special Drawing Rights, and approved the recommendation of 
the Fund’s Managing Director to create and distribute 3.5 billion SDRs (having 
a value of U.S. $3.5 billion) on January 1, 1970 and a further 3 billion in 1971 
and in 1972. In the perspective of history, I have little doubt that the decision 
to create SDRs will be regarded as the outstanding event of 1969 in the monetary 
field. In previous Reports I have expressed my strong support for the SDR 
plan, and I regard the first creation of SDRs as a great forward step in the 
evolution of the international monetary system. 

The regular quinquennial review of the size of member countries’ quotas 
provided for in the Articles of Agreement of the International Monetary Fund 
was successfully concluded late in 1969. It recommended an average increase 
in quotas of about one-third, and this recommendation has been approved. 
There is considerable variation around the average to take account of the dif- 
ferent rates of growth of member countries since the last revision. The increases 
will become effective late in 1970 for Fund members who agree to them. The 
increase approved for Canada is from U.S. $740 million to U.S. $1,100 million, 
an increase somewhat greater than the average. The increase in quotas will 
enable the Fund to meet the growing needs of an expanding world economy for 
conditional credit. The increase in the Canadian quota will allow us to provide 
more balance of payments assistance to other countries through the Fund when 
our payments position is strong, and to receive more assistance from others 
should we have need of it. 
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One indication that confidence in the structure of foreign exchange rates had 
been restored by the end of 1969 was the decline in the price of gold in the 
private market. For most of the time from the establishment of the two-tier 
market for gold in March 1968 until late in 1969 the price of gold in the private 
market was above U.S. $40 per ounce. After rising to a peak of close to $44 
in March 1969, it fell rapidly from $40 late in October 1969 to touch $35 early 
in December and has since fluctuated in a narrow range around $35. At the end 
of December the International Monetary Fund announced that agreement had 
been reached providing for the purchase under certain conditions of newly-mined 
gold from South Africa at $35 per ounce. This terminated a long period of 
uncertainty, and the Fund has since bought South African gold. The current 
tendency of the world’s stocks of monetary gold to rise is in sharp contrast to the 
heavy outflows from those stocks in the period preceding the introduction of the 
two-tier gold market. 

The experience of recent years has given rise to frequent suggestions that 
the world economy could be strengthened by altering the Fund’s arrangements 
for determining countries’ exchange rates in a way that would encourage more 
flexibility in rates, and a number of means of doing this have been proposed. 
The Fund is now engaged in a thorough study of these proposals and a report on 
its conclusions is expected this year. I have noted with interest an increasing 
awareness that a good deal of the rigidity in exchange rates that has attracted 
critical comment is not due to the nature of the Fund system or to Fund policy, 
but to the reluctance of governments to change their parities. One consequence 
of the recognition of this fact is an increasing tendency to focus on the question 
of national policies, a tendency which I welcome for I believe that it is primarily 
to better national policies rather than to changes in the exchange rate system 
that we must look to achieve and maintain a satisfactory operation of the inter- 
national financial system. 

I record with pleasure that on January 2, 1970, the Bank of Canada became 
a member of the Bank for International Settlements by subscribing to shares of 
BIS capital stock. Mectings of the BIS bring together regularly senior officers 
of most of the world’s larger central banks, and have made the BIS an important 
centre for international monetary collaboration. The Bank of Canada has 
frequently taken advantage in recent years of a standing invitation from the BIS 
that we be represented at its meetings, and we have found both these contacts 
and our operating relationships with the BIS to be very helpful. Bank of 
Canada membership in the BIS will thus confirm and continue a valuable 
external association. 
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The International Environment 


ECONOMIC AND FINANCIAL DEVELOPMENTS 


Despite the slowing of economic expansion in the United States, the rate of 
growth in world output was well maintained in 1969; production in the industrial 
countries rose by approximately 5 per cent, slightly less than in 1968 but about in 
line with the average for the past ten years. Measures to restrain demand 
resulted in a very moderate rate of expansion in Britain and in a progressive 
slowing of the growth of the United States economy. In the latter country the 
increase in real output, which had been as much as 612 per cent annually during 
the first half of 1968, dropped to only 2%4 per cent annually in the first half of 
1969 and came to a halt in the final quarter. Nevertheless, the labour market in 
the United States remained tight. For the year as a whole the unemployment 
rate averaged 3% per cent, as low as in 1968 and lower than at any other time 
since the Korean War. Late in the year, however, it was tending to move up 
and was at a seasonally adjusted rate of 3.9 per cent in January 1970. There 
were substantial increases in output in Japan, Germany and most continental 
European countries and the pace of activity brought increasing pressure on plant 
capacity and labour markets. Expenditures on plant and equipment continued 
to rise strongly in practically all industrial countries, reflecting both the very high 
levels of demand and the incentive to offset rising labour costs by more capital- 
intensive methods of production. 

Wage rates rose sharply in most countries. In North America continued 
large increases in wages and salaries together with slower growth in output re- 
sulted in an acceleration in the rise in unit labour costs and a squeeze on profits. 
In continental Europe, wage settlements have been larger than in North America; 
particularly dramatic increases occurred in France in 1968, in Germany during 
1969 and in Italy in recent months. Even though the growth in productivity 
has continued, unit labour costs have risen appreciably in most European coun- 
tries. Recently there also has been some tendency for unit labour costs to rise 
in Japan. Widespread increases in industrial material prices in 1969 added to 
the rise in costs. 

In virtually all of the industrial countries year-to-year price increases were 
larger in 1969 than in 1968. In the United States the GNP price deflator rose 
by 434 per cent in 1969, compared with 4 per cent in 1968, and at year-end the 
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Consumer Price Index was 6 per cent higher than a year earlier as against a rise 
of 434 per cent during 1968. For all the industrial countries combined, the 
OECD estimates that the increase in the GNP price deflator was 434 per cent 
compared with less than 4 per cent in 1968. This was a continuation of the 
deterioration in price performance of this group of countries from an average 
increase of 242 per cent per year over the first half of the 1960’s to an average 
increase of 342 per cent per year over the past five years. The acceleration 
between these two periods has been most noticeable in Canada and the United 
States, the countries which enjoyed the best price performance in the first half 
of the decade. 

Inflation has thus become more generalized and serious than at any time 
since the early 1950’s, and in most of the industrial countries high priority is 
now being given to anti-inflationary policies. In the United States, fiscal and 
monetary policy has been used vigorously to restrain demand. As a result of 
the tax increase in mid-1968 and a limitation on both military and civil ex- 
penditures the federal budget swung from a deficit of $25 billion in the fiscal 
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year ending mid-1968 to a surplus of $3 billion in fiscal 1969. A smaller sur- 
plus is officially projected in the current fiscal year.* Monetary policy applied 
increasing constraint on the reserve position of the commercial banks during the 
first half of 1969 and this pressure was maintained throughout the second half; 
the growth in loans and investments of commercial banks was held to 242 per 
cent during 1969, compared with 11 per cent during the previous year. Credit 
conditions tightened generally in the course of the year and interest rates rose. 
The yield on three-month Treasury bills exceeded 8 per cent at year-end, almost 
two full percentage points above a year earlier, while the yield on new issues of 
long-term high-grade corporate bonds exceeded 842 per cent compared with 
7 per cent at the beginning of the year. Interest rates moved down in the first 
months of 1970. 

In Britain restrictive policies have been followed for several years to contain 
inflationary demands and to strengthen the balance of payments position. The 
deterioration in the French balance of payments and the severe inflationary pres- 
sure which followed the events of May and June 1968 led the authorities to take 
a number of measures, including the devaluation of the franc in August 1969, 
to restore both internal and external equilibrium. In Germany strong inflation- 
ary pressures emerged earlier in the year, and the authorities now look to the 
revaluation of the mark and measures of domestic financial restraint to restore 
internal balance in the economy. Concern about signs of an over-heating of the 
Japanese economy was expressed by the authorities last September when the 
Bank Rate was increased. 


BALANCE OF PAYMENTS DEVELOPMENTS** 


The widespread strength of demand was reflected in a growth in the volume 
of world trade close to the record 12 per cent increase achieved in 1968. In 
value terms the increase was higher in 1969 as export prices rose between 2 per 
cent and 3 per cent on average compared with a 1 per cent decline in the previous 
year. World prices of basic commodities in particular rose sharply. The 
increase was most pronounced in metals but prices of a wide range of industrial 
materials and many foodstuffs were higher, though wheat was a notable exception. 

While current account imbalances remained large some progress towards 
achieving more viable positions was discernible by year-end. In the United 
States, the current account including unilateral transfers was in deficit during the 
first half of the year, but a recovery in the merchandise trade surplus during the 
second half of the year brought the current account back to about a balanced 
position. This improvement still leaves the United States balance well short of 
the current account surplus of over $312 billion achieved, on average, in the 

* The surtax on corporate and personal tax liabilities which was scheduled to expire at the end of 1969 


was extended to the end of June 1970 at half the original 10 per cent rate. 
** AJ] values in this section are expressed in U.S. dollars. 
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years 1964-67. Britain has been in a position to take advantage of buoyant 
world demand and its current account surplus in the second half of 1969 appears 
to have been running at a rate consistent with the longer-term objective of $1.2 
billion per year. Although the French deficit on current account in 1969, at 
more than $1 billion, was considerably larger than in 1968 there were signs at 
year-end that the trade deficit was contracting. In the second half of 1969 the 
German current account surplus ran at an annual rate of almost $2'% billion, 
nearly as large as in 1968, though it is expected to decline as the impact of 
revaluation is felt. The Italian surplus for the whole of 1969 does not appear to 
have fallen much from the level of more than $2% billion in 1968, but the trend 
at year-end was obscured by widespread work stoppages. The Japanese surplus 
more than doubled to over $2 billion in 1969 as the exceptionally rapid growth 
in that country’s exports continued. 

During the course of 1969 there were extraordinarily large flows of short- 
term capital which at times placed severe pressure on the international payments 
system. The Euro-dollar market was the principal channel for these flows, and 
heavy demands for funds caused rates to rise dramatically in the first half of the 
year and to remain very high throughout the rest of the year. During the first 
half of the year, United States banks drew more than $6 billion from the Euro- 
dollar market through their foreign branches in order to offset the loss of term 
deposits associated with the Regulation OQ ceiling on domestic deposit rates.* 
At the end of June the United States monetary authorities proposed that reserve 
requirements should be imposed on increases in United States banks’ liabilities to 
foreign branches** and only limited net use was made of this market during the 
rest of the year. During the latter months of the year there was some recourse 
by United States banks to direct borrowing from official holders abroad rather 
than through the Euro-dollar market. 

Sporadic demands for short-term funds were associated with speculation 
that Germany would revalue the mark. Expectations of an imminent change in 
the exchange rate of the mark led to a surge of about $4 billion into Germany in 
late April and early May, drawing funds from many countries including France, 
where there was speculation that the French franc would be devalued. The 
authorities succeeded in dispelling expectations of an immediate change in 
exchange rates and some reversal of the flow to Germany took place in late May 
and June. In the uneasy calm that prevailed during the summer months the 
French franc was devalued by 11.1 per cent in mid-August. The approach of 
the German election in late September brought on a renewed wave of speculation 
that the mark would be revalued causing a further flow of some $2 billion into 


* Early in 1970 there was an upward adjustment of maximum interest rates under Regulation Q on time 
and savings deposits. The top rate for single maturity time deposits of $100,000 or more was raised to 
7% per cent for maturities of one year or more, from the previous maximum of 6% per cent. 


** Under a regulation announced in August a 10 per cent reserve requirement was imposed, beginning 
October 16, on borrowings by member banks from their foreign branches in excess of the average 
amount outstanding during the four-week period ending May 28, 1969. 
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Germany. The German authorities closed the exchange market, allowed the 
mark to float upwards for four weeks, and at the end of October established a 
new official parity 9.3 per cent higher than the previous one. This was followed 
by a very large reflux of funds from Germany, much of it apparently going to 
the United States. 

The strains on the payments positions of individual countries caused by the 
speculative flows of funds were eased to some extent by the use of both new and 
existing credit facilities between official institutions. Among the facilities already 
in position were four central bank networks in which Canada is a participant, 
namely, one in favour of the Bank of England set up at the time of the devalua- 
tion of sterling in November 1967, a second in favour of the Bank of England 
set up in September 1968 in connection with an arrangement to discourage the 
conversion into other currencies of sterling held by countries of the sterling area, 
one in favour of the Bank‘of France set up in November 1968, and the very 
large structure of reciprocal facilities between the Federal Reserve System and a 
number of other central banks. The network in favour of the Bank of France, 
in which Canada’s share was $100 million, was terminated in the course of 1969. 
Canada’s share in the other facilities remained unchanged during the year at 
$100 million in each of the networks in favour of the Bank of England and 
$1,000 million in the reciprocal network of the Federal Reserve System. 


In 1969, as in 1968, there was again a substantial volume of foreign long- 
term borrowing in the main European markets, particularly in Germany. The 
total of new Euro-bond issues was above the $3 billion level or only a little below 
the 1968 total, despite a decline in issues by United States companies from 
$2 billion to $1 billion. There was also a large volume of foreign issues 
denominated in German marks placed directly in the German market, including 
new issues by Canadian borrowers equivalent to more than $400 million. In 
total, the German capital market provided about $5 billion of long-term capital 
to foreigners in 1969, about twice as much as in 1968. 

There were major changes from 1968 to 1969 in the capital account of 
the United States balance of payments. The large inflow of funds associated 
with substantial non-resident purchases of American equities and other non- 
government securities fell off sharply after the first quarter of 1969, and the net 
inflow from foreign official purchases of special United States Treasury certifi- 
cates, which had been large in 1968, did not continue in 1969. At the same 
time there appears to have been an increase in the outflow of private long-term 
capital, presumably reflecting in part the liberalization of balance of payments 
guidelines in 1969. There was also a large outflow under the “errors and 
omissions” item in the first three quarters, most of which probably reflected a 
flow of United States funds to the Euro-dollar market. These developments 
contributed to the swing in the liquidity balance from a position of approximate 
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balance in 1968 to a substantial deficit in 1969. The large inflow of funds 
through banking channels, noted earlier, did not reduce the liquidity deficit 
because the resulting indebtedness is recorded as a liquid liability to non- 
residents. On an official settlements basis, which indicates more accurately the 
position of the U.S. dollar in exchange markets, there was a surplus of about 
$234 billion, composed of a decline in liabilities to foreign official institutions of 
about $1.5 billion and an increase in official reserve assets of $1.3 billion. 


The strengthening of Britain’s current account position in 1969 and an 
inflow of capital has permitted that country to commence repayment of drawings 
on international credit facilities and to add to its reserves. During the past year 
Japan has been shifting the financing of its trade from foreign to domestic sources 
and the resulting net outflow of capital has helped to offset a part of its large 
current account surplus, but there was also an increase of more than $0.7 billion 
in its reserves. Italy’s large current account surplus was exceeded by even larger 
net capital exports and its reserves show a decline of $0.4 billion. In the first 
nine months of 1969 Germany’s net export of long-term capital substantially 
exceeded its current account surplus but speculative inflows were sufficient to 
increase German official reserves by more than $2 billion. In the last three 
months of the year the return flow of speculative funds contributed to a decline 
in German reserves of about $5 billion. 
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Economic Developments in Canada 


GENERAL REVIEW 


The course of economic activity in Canada in 1969 was badly distorted 
by strikes. However, it appears that following a vigorous expansion from 
late 1967 through the first quarter of 1969, the underlying trend of demand grew 
at an appreciably slower pace. Exports, which had been one of the most 
dynamic elements of total demand in the period of rapid growth, provided 
considerably less stimulus after the first quarter. This reflected some major 
strikes which disrupted trade from the second quarter until late in the year, the 
slowing of the expansion of the United States economy during 1969 and the 
weakness of the world wheat market. 


The less rapid rise in exports was accompanied by a moderation in the 
growth of domestic demand in response to tightening fiscal and monetary re- 
straints. Consumer spending on durable goods rose more slowly as the market for 
new cars weakened, initially in the spring but more markedly towards year-end. 
Outlays on residential construction, which had been rising very rapidly, levelled 
off about mid-year. Business investment in inventories was at a much lower 
rate after the first quarter. On the other hand, business investment in plant and 
equipment continued to rise moderately and a much larger increase would have 
occurred had it not been for major strikes in the construction industry. There 
was also an appreciable rise in government expenditure on goods and services 
in 1969 in response to rising costs, notably a substantial increase in the wage 
and salary bill of the public sector. 


In the aggregate, and after allowance for strike distortions, the growth of 
demand in money terms since the first quarter of 1969 seems to have been 
at an annual rate of about 742 per cent, compared with more than 10 per cent 
during the preceding six quarters. Since the prices of goods and services rose 
more rapidly in the recent period, the deceleration in terms of volume was 
even more pronounced. Imports also grew more slowly after the first quarter 
of 1969; indeed, over the balance of the year there was scarcely any increase 
in volume. 


24 


MAJOR ECONOMIC AGGREGATES 
Quarterly -— Index 1Q 1966=100 


DEMAND 7 SUPPLY 


Ratio Scale Ratio Scale 


DOMESTIC DEMAND 








fal bees! | 
1966 1967 1968 1969 1966 1967 1968 1969 





Seasonally adjusted. 
1. Goods and services. 


ouTPpurT. The expansion in the volume of output decelerated somewhat later 
in Canada than in the United States and, while the slowing here was more 
abrupt, the economy was still registering more growth at year-end. Canadian 
output was severely affected by a series of major labour disputes beginning in 
the second quarter and continuing with varying impact until late in the year. 
These occurred first in the construction and iron ore industries, then in steel 
and nickel. For 1969 as a whole, 734 million man-days were lost as a result 
of strikes, 50 per cent more than in either 1968 or 1966, both of which were 
also affected by strikes to an exceptional degree. Though the level of activity 
was still influenced to some extent by strikes well into the fourth quarter, their 
impact had been considerably reduced, contributing to a strong rebound in output 
at year-end. In the United States, on the other hand, a major strike in the 
electrical industry had a weakening effect on total output in the fourth quarter. 

Perhaps the most meaningful way of assessing recent trends is to compare 
the growth between the first and fourth quarters of 1969 with the two earlier 
three-quarter periods. In Canada, real output grew during the recent period 
at an annual rate of less than 2 per cent compared with an average annual rate 
of 61% per cent during the preceding year and a half. The comparable annual 
rates of growth in the United States were 1% per cent and 4'2 per cent. 
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Excluding industries affected by strikes, the rate of real growth in Canada in the 
last three quarters of 1969 seems to have been about 3 per cent per annum. 

The impact of strikes in the industrial sector is illustrated in the accompany- 
ing chart. This suggests that the index of industrial production (which covers 
about one third of total output in the 
economy) would have followed a very 
different pattern if several industries 
had not been affected by prolonged 
work stoppages. Excluding strike- 
affected industries, industrial output 
rose moderately until the end of the 
third quarter, then levelled out. There 
was some decline in production of 
primary textiles and around the end 
of the year a marked reduction in 
automobile assemblies, reflecting 
weakening demand in North America. 
There was also a drop in lumber pro- 
duction from its high level in the 
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. Industries excluded : 


Seasonally adjusted. 


iron mines, miscellaneous 
metal mines, iron and steel mills, and smelting and 
refining. These industries together account for about 
one-eighth of the total index. 


early part of 1969, as house-building 
activity slowed in Canada and the 
United States. 


Farm output appears to have increased at about the same rate as in the 
previous year. Although the adverse wheat marketing situation induced Prairie 
grain growers to cut back acreage sharply, unusually favourable growing con- 
ditions resulted in near-record yields and a large high-quality crop. This 
high production in the face of a major decline in exports of wheat and flour in 
1969 led to the accumulation of very large stocks of grain both in commercial 
positions and on Prairie farms. Late in the year, the signing of new contracts 
with the Soviet Union and China helped to ease the marketing situation some- 
what. The general weakness in the world wheat market was reflected in a sharp 
drop in prices in 1969, but in recent months they appear to have stabilized at a 
relatively low level. 


EMPLOYMENT AND PRODUCTIVITY. According to labour force statistics, 
employment reacted very promptly to the trend of output. Indeed, total em- 
ployment (seasonally adjusted) declined for several months after mid-year, 
though some pick up occurred again at year-end. There appears to have been 
an unusually large increase in students employed in the late spring followed by a 
reduction as the summer progressed. Another factor which probably influenced 
the trend of employment was the indirect effect of labour disputes even though 
striking workers themselves are counted as employed. Adult male employment 
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did not weaken as much as total employment last summer; indeed, it was 
virtually level after a sharp increase at the beginning of the year. 


Labour force growth appears to have been responsive to changing em- 
ployment opportunities to a remarkable degree during 1968 and 1969. The 
proportion of the population of working age participating in the labour force 
rose strongly through 1968 and early 1969 and declined sharply thereafter. 
As a result, the labour force increased by about 4% per cent between the first 
quarter of 1968 and the first quarter of 1969, but only at an annual rate of 
about one per cent between the first and fourth quarters of 1969. These rates 
compare with an underlying growth trend in the labour force of about 3 per cent 
per annum. While the main explanation for these variations over the past two 
years can be found in the labour force participation rates of married women, 
students and older workers, there was an unusual drop in 1969 in the participa- 
tion rates of adult male workers, which can be explained only in part by increased 
enrolment in retraining programmes. 


Owing to the sensitivity of labour force participation to changes in labour 
demand, the number of unemployed has fluctuated within a fairly narrow range 
during the past two years. On a seasonally adjusted basis, the unemployment 
rate exceeded 5 per cent of the labour force in the summer of 1968, fell below 
41% per cent in the first quarter of 1969, rose to about 5 per cent in the autumn, 
then declined again to 44% per cent in January. Throughout this period, 
unemployment remained above the low point reached in 1966 when the average 
for the whole year was about 312 per cent. This was in marked contrast to the 
situation in the United States where the unemployment rate over the past two 
years has generally remained exceptionally low. 
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The above analysis of labour market developments has focussed exclusively 
on data provided by the labour force survey. It should be noted that alternative 
official measures of employment convey a somewhat different impression. Direct 
estimates, based on payroll information rather than the household sample survey, 
suggest that the growth of employment was better sustained throughout 1969. 
For this reason, and because of the disruptions caused by labour disputes, it is 
difficult to draw precise conclusions about the short-term trend of productivity. 
However, it does seem clear that, following exceptionally large productivity gains 
during the period of rapid growth, there has more recently been a marked deteri- 
oration in performance such as usually occurs when the pace of expansion slows 
down. 


PRICES AND INCOMES. The gradual accumulation of some slack in the 
economy has so far led to few definite signs of easing in prices and money in- 
comes though some lag was, of course, to be expected. While some tentative 
signs of moderation did appear during the summer, price increases were slightly 
larger over 1969 as a whole than during the previous year. This marked the 
fourth consecutive year of clearly excessive rates of price increase. As noted 
in the preceding part of this Report, there were greater inflationary pressures 
in the United States and other industrial countries in 1969 than there had been 
for many years. These external developments not only had important effects 
through such direct channels as export and import prices but also tended to 
reinforce and prolong inflationary expectations and behaviour in Canada. 

The Consumer Price Index in January 1970 was 4.6 per cent higher than a 
year earlier, compared with a 3.8 per cent increase during the preceding twelve- 
month period. Food prices rose by 4 per cent following an increase Of 3. per 
cent the previous year. Excluding food, the index rose by 4.7 per cent, as 
against an increase of 4 per cent during the previous year. Prices of goods other 
than food increased at about the same rate in both years but shelter and service 
prices accelerated. Prices of durable goods increased somewhat faster than they 
did during 1968 but there was a slight moderation in the rise in prices of non- 
durable goods. Shelter costs advanced by about 7 per cent, somewhat more 
than in 1968: costs of home-ownership, including such items as mortgage interest 
rates, property taxes and insurance, again rose substantially, though there was a 
slightly smaller increase in rents. Prices of other consumer services also rose 
more than 7 per cent, representing a major acceleration from the previous year. 
Unusually large increases occurred in charges for local transportation and prepaid 
medical care. Given their labour-intensive character and the small scope for 
productivity improvement, the prices of services tend inevitably to reflect more 
directly than those of goods the continued rapid rise in wages and salaries. 
In addition, prices of many services are subject to regulation and are often 
adjusted to past cost increases only after appreciable time lags. 
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Many major components of the CPI moved up very sharply in the spring 
of 1969 when a rise in food prices, especially for beef, coincided with large 
increases in some service prices and higher sales or excise taxes on a number of 
other items in the index. After mid-year, food prices eased for several months 
and prices of other items appeared to be rising more moderately, but towards 
year-end the pace quickened again, notably in food and new car prices. 

Because of so many irregularities, including the infrequency with which 
certain major service items are priced, it is difficult to identify changes in the 
underlying trend of prices. The accompanying chart attempts to do this by 
smoothing out the monthly changes in the CPI and in an aggregate index of 
industry selling prices, after adjusting for seasonal variation. All three measures 
show that price increases over the second half of 1969 were less than over the 
first half, though in the last two or three months there have been perceptibly 
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larger increases again, particularly at the earlier stages of the production process, 
as may be seen in the index of industry selling prices. Much of the easing in this 
measure during the summer was attributable to lumber prices, which fell back 
sharply from their exceptionally high level early in 1969. On the other hand, 
since the autumn there have been increases in prices of several important basic 
commodities, such as steel, nickel and newsprint, which are still working their 
way through to final product prices. 


The most comprehensive measure of prices of domestically produced goods 
and services, the GNP deflator, showed a pronounced deceleration in the latter 
part of the year from its very high rate of increase in the second quarter. How- 
ever, this measure is also extremely difficult to interpret on a short-run basis 
because of irregular influences and changes in weighting as expenditure patterns 
vary from quarter to quarter. From the fourth quarter of 1968 to the fourth 
quarter of 1969 the increase in the GNP index was 41% per cent compared with 
a rise of less than 4 per cent the year before. The deflator for final domestic 
demand, which includes the cost of imported goods and excludes exports and 
inventories, increased slightly faster, by 434 per cent compared with about 41% 
per cent during 1968. In addition to consumer purchases, such measures reflect 
prices of goods and services purchased by other sectors of the economy, some of 
which are very directly affected by wage costs and prices of imported goods. 
During 1969 there was a noticeable acceleration in the price components of 
business capital investment and government spending. ‘The price of machinery 
and equipment, about half of which is imported, rose appreciably faster than in 
1968. The more rapid increase in construction wages in 1969 contributed to an 
acceleration in the cost of both residential and non-residential construction, 
especially the latter. The cost of public works was similarly affected, but the 
major element in the 814 per cent rise in the price of goods and services pur- 
chased by governments during 1969 was the large increase in rates of pay of 
employees in the public sector, which included at the federal level substantial 
retroactive salary payments. 

In addition to being the broadest indicator of price movements in the 
economy, the GNP price index is equally a measure of the extent to which the 
increase in the total of money incomes and other costs accruing to factors of 
production exceeds the increase in total real output. The following table shows 
that, compared with the earlier period of relative price stability, the past several 
years have been marked by more rapid growth in labour costs per unit of output, 
accompanied by efforts on the part of business to restore profit margins when 
market conditions permitted, as in 1968. 

The net contribution of the miscellaneous (“all other’) income and cost 
components to the total price change has been relatively small except in 1966 
when farm income increased quite sharply, primarily as a result of the record 
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AMOUNT CONTRIBUTED* TO PERCENTAGE INCREASE IN GNP PRICE 
INDEX BY DIFFERENT TYPES OF INCOME 


Annual average Second half to second half 

Type of income 1961-65 1965-69 1965-66 1966-67 1967-68 1968-69 
Corporate business .............. 0.6 ~ — 0.8 - 1.0 — 0.6 
Uninc. business (non-farm)........ - - —0.2 0.4 - —0.2 

EOUAI DUSIIE SSo meek ac atts ens 0.6 - —1.0 0.4 1.0 — 0.8 
Wages and salaries® 00.00.0020... 0.9 gel 3.8 2.9 1.6 4.0 
bndinpet taxes a. se ee ns Chae, 0.6 0.6 0.3 0.7 0.7 0.8 
All other GNP components......... 0.1 0.3 1.9 —0.7 0.3 0.5 
GNReprice 1idex@e re ee ae 2.2 4.0 5.0 3.8 3.6 LR) 
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* The contributions are calculated by weighting changes in each category of income per unit of total Pik by its share of GNP 
Hh rae The weights used are: total business 21.1; wages and salaries 52.2; indirect taxes 12.5; and all other GNP components 


(1) Corporation profits before taxes and corporation capital cost allowances. 

(2) Includes supplementary benefits and military pay. 

(3) Less subsidies. 

(4) The GNP “‘deflator’’ which measures prices of all goods and services produced. 


wheat crop that year. The increases in indirect taxation which have accompanied 
the growth in the relative size of the government sector have made a significant 
contribution to the rise in prices, but this has been no greater in recent years than 
in the early 1960’s. Business income per unit of output, particularly in the 
corporate sector, has been more volatile, and from time to time has contributed 
significantly to the over-all rise in income per unit of output, most recently in the 
period of economic expansion during 1968 and early 1969. In the course of 
1969, however, a renewed squeeze on profit margins developed, as is also shown 
in the chart on page 34. 

As business income accounts for only a fifth of GNP and as some of its 
components are relatively stable, the changes in the contributions of this factor in 
the foregoing table are mainly the result of quite large swings in corporate profits. 
Corporation profits before taxes (though after depreciation) rose by 21 per cent 
between the second halves of 1967 and 1968; they remained at a high level until 
the second half of 1969 when they fell sharply, in part as a result of the major 
strikes mentioned previously. In this period, profits averaged about 3 per cent 
lower than in the second half of 1968. 

While there was some deceleration in the rise in total wages and salaries in 
the course of 1969 as employment grew more slowly, labour income in the 
second half of the year was still 12 per cent higher than in the corresponding 
period of 1968. Between the second halves of 1967 and 1968 when there was 
an unusually strong gain in productivity, labour income per unit of output had 
risen by 3 per cent, compared with an average annual increase of under 2 per 
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cent in the 1961-65 period of relative price stability. Over the most recent year, 
with average pay increases remaining at least as large and with productivity 
deteriorating as the economic expansion slowed, there was a sharp acceleration in 
unit labour costs; they were 712 per cent higher in the second half of 1969 than 
in the same period of 1968. Given the important share of GNP represented by 
wages and salaries—more than half—this sharp rise in unit labour costs meant 
that they accounted for more than four fifths of the increase in the total of all 
incomes per unit of output between the second half of 1968 and the second half 
of 1969, as may be seen in the table on page 32. 

In the economy as a whole there appears to have been a slightly larger 
increase in average income per employee in 1969 than in 1968. Explicit 
information about average wages and salaries is only available for larger establish- 
ments. This covers some 50 per cent of the work force but excludes all public 
employees. For this important group, average pay increases during 1969 were 
no larger than in the two preceding years, but they remained very much greater 
than average increases during the early 1960’s. The table below also shows that 
in contrast to this over-all pattern, there was a substantially larger increase in 
the average pay of construction employees last year. 


AVERAGE WEEKLY WAGES AND SALARIES‘ 


(percentage increases) 


Annual average Second half to second half 
1961-65 1965-69 1965-66 1966-67 1967-68 1968-69 

ManUlaCluring poco: Sa. woe Ges 3.8 6.7 5.9 6.8 (ee iz 
' EICTESE Nga ne ieee 6 narra ae ed 3.9 5 1.3 8.1 7.8 6.8 
FOrESUY Crete ee ores 5.2 8.4 9.0 8.3 deo 9.68 
CONSTRUCTION 3050. 308254 Abe A 4,7 8.9 11.6 6.4 5.6 10.4 
Transportation and utilities........ 4.4 7.6 3.6 10.9 8.5 8.98 
SE GUC re Sate OA eS ake oe, a3 6.3 4.7 5.8 7.8 7.6 
Finance insurance and real estate. . 4.9 6.5 4.8 6.4 8.5 a 
Other commercial services......... 3.2 6.4 6.5 io 5.0 6.3 

Totalofiabove so.48 sone at 3.8 6.7 ony 7.0 YP i 


e: Estimate. 
(1) Based on payrolls of firms having 20 or more employees. 


A more forward-looking, though less comprehensive, measure of the trend 
of wages and salaries is provided by the average increase in base rates under new 
collective bargaining agreements. While the weighted average of these annual 
increases (excluding construction) was 7.9 per cent in 1969, or about the same 
as in 1968, there was an accelerating trend after the first quarter. In the fourth 
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quarter such settlements provided for increases averaging almost 9 per cent and 
included some major industrial settlements providing for average base-rate 
increases over the life of the agreements of 10 per cent to 11 per cent per year. 
There were also very large settlements involving construction workers in most 
sections of the country last year. As usual, many contracts signed in 1969 called 
for immediate increases which were somewhat greater than the average over the 


life of the contract. 
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REGIONAL DEVELOPMENTS 
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Canada’s price performance over 
the past year has compared more fa- 
vourably with the United States than in 
other recent years. The 41% per cent 
increase in the GNP deflator in Canada 
over the year ending in the fourth quar- 
ter of 1969 compared with a rise of 
about 5 per cent in the comparable 
United States measure. Consumer 
prices also rose appreciably less during 
the year than they did in the United 
States. This resulted in part from a 
more rapid increase of food prices in 
the United States last year. Indeed, 
somewhat weaker prices in the farm 
sector in Canada are one of the more 
significant differences which emerge in 
a comparison of the prices and cost 
situation in the two countries. On the 
other hand, unit labour costs in both 
countries climbed faster during 1969 
with the increase in Canada being at 
least as sharp as in the United States. 
The squeeze on profit margins in Can- 
ada appears to have been somewhat 
more severe, though again strike effects 
complicate the comparison. 


The easing of activity in the economy as a whole is reflected to some degree 
in all regions, though here too there are difficulties in allowing for the impact of 


strikes. 


Labour income increased at a somewhat slower pace during the latter 
part of the year everywhere except in British Columbia. 


Retail sales also rose at 


an above-average rate in British Columbia but their growth slowed from the high 
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rate of 1968 in the Atlantic Provinces and Ontario, particularly in the former 
where a sharp decline occurred in the second quarter. In Quebec, retail trade 
continued to rise at much the same moderate pace as was experienced through 
most of 1968 following the immediate post-Expo set-back. It also continued to 
rise moderately in the Prairie Provinces despite a decline in Saskatchewan. The 
latter province felt the brunt of the continuing weakness in world wheat markets 
and the resulting sharp drop in farm income had a particularly depressing effect 
on sales of farm machinery. In addition, Saskatchewan has experienced 
difficulty in marketing its increased production of potash, even at much reduced 
prices. Manufacturers’ shipments were off markedly in Ontario and British 
Columbia in the latter part of the year. Strikes were an important factor in 
Ontario but towards year-end, as output was recovering in the strike-affected 
industries, manufacturers’ shipments were affected by production cut-backs in 
the automobile industry. In British Columbia, manufacturing was affected by 
declining lumber sales. 

On a regional basis business investment apparently increased most in 
- Ontario, the Atlantic region and British Columbia; in the Prairie region as a 
whole it remained at a high level, largely reflecting a strong gain in Alberta. In 
Ontario, business investment intentions for 1969 were up more than 20 per cent 
from actual 1968 outlays, but these plans were not fully realized. The main 
reason for the shortfall was a series of work stoppages in the construction industry 
during the summer; consequently it is likely that there has been an unexpectedly 
large carry over of uncompleted projects into the current year. Although invest- 
ment intentions were up slightly in Quebec in 1969 it is not certain that the 
increase was achieved and investment per employee in that province remained 
relatively depressed. ‘The achievement of a record level of housing starts 
nationally in 1969 was reflected in a high level of activity in all regions, though 
in Quebec and Ontario total starts per capita were lower than in 1968. The 
decline in starts which occurred in the latter part of the year was evident across 
the country. 

The only region to experience a strong growth in employment in 1969 was 
British Columbia. In the Atlantic Provinces and Quebec the moderate growth in 
employment in 1969 represented a second year of relatively weak labour demand. 
In Ontario, and even more in the Prairie Provinces, the flat or downward trend 
of employment in 1969 was in sharp contrast to its rapid increase during 1968. 
The sensitivity of the growth of the labour force to the relative strength of labour 
demands was a feature common to all regions. 

While the annual average rate of unemployment nationally was little 
changed between 1968 and 1969, there were significant differences in the pattern 
among the individual provinces. As may be seen in the table on page 38, 
unemployment in the Atlantic Provinces was generally higher in 1969, except in 
Nova Scotia, while it was lower in Ontario and all Western Provinces except 


aS 


REGIONAL ECONOMIC INDICATORS 


TOTAL WAGES AND SALARIES 


Quarterly — Index 1H 1964=100 200 


Ratio Scale 


pen ins 


QUEBEC 





BRITISH 
COLUMBIA 








cE a a a Ne ies) 
1964 1965 1966 1967 1968 {969 
Seasonally adjusted. 


AVERAGE WEEKLY WAGES AND SALARIES 
industrial Composite 
Year-over-Year Percentage Changes 





10 10 
ATLANTIC 

0 0 

10 10 
QUEBEC 

0 0 

{0 10 
ONTARIO 

0 0 

10 10 
PRAIRIES 

0 0 


BRITISH COLUMBIA 





1964 1965 1966 1967 1968 1969 


RETAIL SALES 
Quarterly — Index 1H 1964=100 150 





Ratio Scale CANADA 


ATLANTIC 
100 


QUEBEC 


100 


100 


Ada 








BRITISH COLUMBIA 





1964 1965 1966 1967 1968 1969 
Seasonally adjusted. 


CONSUMER PRICES 


Year-over-Year Percentage Changes 


10 10 
HALIFAX 

0 eee 0 

| | 
MONTREAL 

0 0 

10 — 10 
TORONTO 

0 i  aeegeer 0 

10 10 
WINNIPEG 

0 fet iern 0 

10 10 
VANCOUVER 

| a B | A i F 


1964 1965 1966 1967 1968 1969 


REGIONAL ECONOMIC INDICATORS 


HOUSING STARTS 


Per Thousand Persons 
Annual — Units 


Arithmetic Scale 


CANADA 


BRITISH 
COLUMBIA 











1964 1965 1966 1967 1968 1969 


EMPLOYMENT 
Quarterly — Index 1H 1964=100 





Ratio Scale 120 
CANADA 
pe fa ae 
| igalt 
100 k~x~ =e 
QUEBEC - 120 
ba aa | 
100 —~< 3100 
meee {120 
A 
em 
eee | 
100 -— 100 
120 
pecan 
——— PRAIRIES 
100 = | 100 
140 


BRITISH COLUMBIA 
Te 


100 ae 100 


1964 1965 1966 1967 1968 1969 
Seasonally adjusted : Based on Labour Force Survey. 


BUSINESS FIXED INVESTMENT! 
EXCL. HOUSING 
Per Employee 
Annual — Dollars 
Arithmetic Scale 


1500 1500 
CANADA 


1000 1000 


BRITISH COLUMBIA 
2000 


PRAIRIES 


1500 


1000 1000 











900 500 


1964 1965 1966 1967 {968 1969 


1. Broken lines indicate mid-year intentions for 1969. 
Actual outlays are not yet available by regions. 


UNEMPLOYMENT RATES 
6 Quarterly — Per Cent § 


Arithmetic Scale 


CANADA 


ATLANTIC 


BRITISH 
COLUMBIA 


ONTARIO 





PRAIRIES 


ee roe a A 
1964 1965 1966 1967 1968 1969 


Seasonally adiusted. 











PROVINCIAL UNEMPLOYMENT RATES 


(per cent) 
Annual Fourth quarter®) 
166 19671868969 168969 
Newfoundland. 72°" 2. 3 Oe. 7.9 8.4 9.7 10.3 8.4 8.9 
Prince Edward Island............. 5.6 5.6 5.6 Dee 2.8 533 
NOVA-OCOa Sou. 2 se ts 5.2 5.6 5.9 5.4 4.7 47 
NOwsBrunswick 44) 2) oi ee 6.9 6.9 72 8.5 6.8 6.3 
UCD OG sence ered ue cea ee os 4.7 Dad 6.5 6.9 6.0 6.3 
Outanies aaa ae. ws Sel 3.0 Set 2.1 2.8 
Manitona.. oi. i480 eee, 25 25 ao ait Sie ZZ 
SaSnatcuowWan ci => week ee et ie 1.8 Vip ot a 3.8 
Alberta gs Ay see Be ea es. 21 2.4 3.0 Jap) 23 2.8 
British Columbia. 3: ae" eee ke. 4.5 aa | 5.9 5.0 535 a3 
Canadan nent ot 006 se. Os 3.6 4.) 4.8 47 4.2 4.3 


(1) Not seasonally adjusted. 


Saskatchewan; in Quebec the rate increased for the fourth successive year, 
though more slowly than in 1968. 


The foregoing developments are summarized in the charts on the two 
preceding pages. These charts also show that the inflation of recent years, as 
reflected in rising consumer prices and average weekly wages and salaries, has 
been shared by all regions to a strikingly similar degree. 


SPENDING AND FINANCING BY MAJOR SECTORS 


HOUSING sEcTOoR. The strongly rising trend of residential construction 
activity which began in 1967 continued until the early part of 1969 and the 
volume of outlays remained at a record level until late in the year, when there 
was some easing in activity. 


Housing starts reached a very high seasonally adjusted rate in the early 
months of 1969. Subsequently, the number of starts dropped back but, for the 
year as a whole, they totalled 210 thousand units compared with the previous 
year’s record of 197 thousand; most of the increase was in apartments and row 
housing. There were 196 thousand completions in 1969, 25 thousand more 
than in the previous year. The number of newly completed but unoccupied 
dwellings, which had been at a very low level until the latter part of 1968, was 
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appreciably higher throughout 1969, suggesting a slight easing in the backlog of 
unsatisfied demand. Despite the slowing in starts, there were more units under 
construction at the end of 1969 than a year earlier. 


While the slowing in housing activity in recent months reflects some reduc- 
tion in the availability of mortgage financing, the rising costs associated with 
housing have also probably acted to limit effective demand. Construction costs 
continued to increase rapidly, though less sharply after mid-year as lumber prices 
eased. Financing costs also rose substantially in 1969. Typical interest rates 
on prime conventional mortgages increased from about 9 per cent at the end of 
1968 to 10% per cent at the end of 1969. 


For the year as a whole, the total value of new residential mortgage 
approvals by financial institutions and CMHC was almost as high as in 1968, 
although there was a declining trend through most of 1969 from the extremely 
high level reached in the latter part of 1968. CMHC’s direct lending rose from 
$456 million to $549 million in 1969, and there was a major change in the 
orientation of its activity; loans for low income housing almost doubled, from 
$228 million to $423 million. Loans approved by private institutions declined 
by $107 million in 1969 following a substantial rise of $694 million in the 
previous year. The value of mortgage loans approved by the chartered banks 
(including their mortgage lending subsidiaries), which had increased markedly 
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GROSS RESIDENTIAL MORTGAGE LOAN APPROVALS 


(millions of dollars) 


Seml-annual 
1868 1969 Annual 


ist half 2nd half ist half 2nd half 1967 1968 19696 
New housing 

Private financial institutions 
Conventional loans............ 478 485 628 359 745 963 987 
NHA insured loans............ 393 439 383 318 356 832 701 
Subtotals: saias ce hs. Shee. 871 924° 1,011 677 1,101 1,795 1,688 
OMCs. Se ae ee 154 302 183 366 685 456 549 
Total new housing.......... mT,023; 12265 p15194" 1043 L186) 2225) 2.237 
EXISUURG HOUSING & cee ae 295 324 399 333 697 619 ie 
otal. eas ye 1320) (1,550.2) 94)593 oe 376 2,483 2,870 2,969 


e: Estimate. 


(1) Includes: life insurance companies, chartered banks, trust and mortgage loan companies, Quebec savings banks, fraternal and 
mutual benefit societies. 


in 1968, decreased somewhat in 1969 and approvals by life insurance companies 
declined substantially. Indeed, the trust and mortgage loan companies were the 
only group of private lenders to increase significantly their approvals on new 


construction in 1969 and there was also an appreciable increase in their loans on 
existing houses. 


Tight credit conditions have not had as great an impact on the supply of 
mortgage money as might have been expected on the basis of past experience. 
The trust and mortgage loan companies were able to attract a substantial volume 
of term deposits in 1969 (see page 58). Other factors helping to sustain the 
flow of funds into housing in 1969 were the greater flexibility of mortgage interest 
rates and the willingness of borrowers to pay very high rates, no doubt in part 
because of continued inflationary expectations. 


In the course of the year further changes were made in the conditions of 
lending under the National Housing Act. In April the regulations were amended 
to permit the reduction of the original term of NHA insured mortgages to five 
years and to increase the amount of the maximum mortgage for new houses. At 
mid-year the Act was amended to eliminate the ceiling on the maximum interest 
rate on loans insured under the Act and to increase the maximum mortgage 
obtainable under the NHA on existing houses. 
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BUSINESS SECTOR. Business investment in new plant and equipment, which 
declined slightly in 1967 and 1968 after several years of very rapid increase, 
rose moderately again in 1969 to just above the 1966 peak. Such investment 
in 1969 was almost 7 per cent higher in value terms than in 1968. Non- 
residential construction outlays, which earlier had been expected to rise by as 
much as 15 per cent, were considerably affected by work stoppages during the 
summer and are now estimated to have risen by about 5 per cent. The sharp 


increase i nstructi 
e in construction costs more than EE Seas prayer 


accounted for this rise. Investment in Excluding Housing 
machinery and equipment appears to Annual — Billions of Dollars a 
have largely fulfilled earlier expectations, | 
rising by about 81% per cent. Prices of Ratio Scale mee 


equipment rose only moderately and 
there was an appreciable rise in the 
physical volume of equipment put in 
place. On balance, the physical volume 
of total business investment increased 
only slightly and in relation to GNP 
continued to run at a level that was mid- 
way between the highs and lows of the 
1960’s. (See chart) 

Business investment in inventories 
did not increase substantially after the 
first quarter of the year. Labour disputes, 
especially in heavy industry, interrupted —jgsq a Ae sai any 1969 
supplies of many important materials 1. The contour tines enable one to see the ratio of 
and there was pressure to economize LAGE a beatal ee 
on inventory as credit conditions tightened. The stocks-to-shipments ratio in 
manufacturing was quite moderate at year-end. 

The increase in dollar outlays on capital investment by the private sector 
occurred at a time when internally generated cash flow was slowing as a result 
of the squeeze on profits. While total funds from current operations were higher 
for the year as a whole than in 1968, available cash was reduced by the accelera- 
tion of corporation income tax collections announced in the October 1968 
budget of the Government of Canada and in Ontario by a similar provincial 
measure in March 1969. In the event, funds raised externally by business 
during 1969 were considerably higher than in 1968—increasing by almost one 
third from identifiable sources. 

While about the same amount of funds was obtained from non-resident 
direct investment in Canada as in 1968, investment by Canadian companies 
abroad was appreciably higher than in the previous year. Canadian direct invest- 


CURRENT DOLLARS 
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MAJOR SOURCES OF EXTERNAL FUNDS OBTAINED 
BY NON-FINANCIAL BUSINESS 


(millions of dollars) 





Semi-annual Annual 
1968 1969 
Ist half 2nd half 1st half 2nd half 1967 1968 1969 
Net new issues of: 
SOCKS oie ede ae teen een 200 370 473 270 374 570 743 
Convertible Dondssm. n.ee.e8. . 49 10 116 25 7 59 141 
OUIleL WONUSr ree tore tea ee 374 260 234 272 802 634 506 
Commercial paper and 
bankers’ acceptances......... Jo 47 138 164 85 100 302 
SuUDetOtal’, over re rkd § 676 687 961 731 L263 11 363.692 
Increases in loans: 
Chartered banks®.............. 366 209) LE TIY 194 602 635 1,305 
Sales finance companies......... 127 119 79 107 144 246 186¢ 
Industrial Development Bank.... 21 21 23 31 34 42 54 
SUD-TOlar st eee ce we 514 409 =—s-:1,213 332 780 923 1,545¢ 
Net direct investment from 
aDIOads te asrugen kh. Cet iieth eos 200 ap hs 205 165 566 475 370 
Ola eee ro ee eee 1,390 13577 oe Z 39m al. 22ce 2,614 2,761 3,607 


sees 
a 














e: Estimate. 
(1) Total business loans excluding provincially-guaranteed loans to utilities, plus foreign currency loans to residents. 


ment in the United States was substantially higher and accounted for about two 
thirds of the outflow in 1969; there was also some increase in investment in 
developing countries largely offset by a decline in investment in developed over- 
seas countries. Borrowing by business was particularly high in the first half of 
the year. In this period business loans from chartered banks rose very strongly 
and accounted for about one half of total business borrowing. In the second 
half of the year there was a substantial reduction in the amount of new external 
funds obtained by business, particularly from the chartered banks. 


The form in which funds were raised in financial markets reflected a grow- 
ing preference by Canadian investors for equities and short-term instruments, 
as distinct from long-term bonds. To the extent that business continued to 
borrow in the latter form, there was increased reliance on convertible bonds, on 
providing investors with early redemption options and on foreign markets. 
Sales of equities to non-residents also increased significantly. The geographic 
distribution of all corporate placements is shown in the table on page 61. 
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A comparison of the borrowing requirements of non-financial businesses 
to meet capital outlays with the external borrowing undertaken in 1969 suggests 
that there was again a substantial addition to their holdings of financial assets, 
though probably not as large as in 1968. It seems likely that part of the 
addition to liquidity last year was unintended and resulted from unforeseen 
delays in investment programmes. 


PERSONAL SECTOR. Total consumer expenditure in 1969 increased by 914 
per cent, slightly more than in the previous year. The rise occurred despite a 
levelling off in total expenditure on durable goods, and the transfer of some 
medical expenses to the public sector. Car sales, which had been very strong, 
showed clear signs of an easing as early as the second quarter of 1969, and 


PERSONAL INCOME AND CONSUMPTION EXPENDITURES 
Quarterly — Index 1966=100 
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Seasonally adjusted. 1. Fourth quarter 1969 is estimated. 
1. Excluding farm inventories. 
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exhibited more pronounced weakness around the end of the year. Outlays 
on household and other durables rose at about the same rate as in the pre- 
vious year. 

Incomes before taxes rose by over 10 per cent in 1969, slightly faster than 
in the previous year. A more rapid increase in labour income in 1969 was 
partly offset by a slowing in incomes from other sources, in particular by an 
actual decline in net income received by farmers. However, a sharp increase 
in personal income tax payments held the rise in personal disposable income to 
8 per cent, about the same as in 1968. There was a further decline in the 
proportion of personal disposable income saved. 

As shown in the chart on page 43, the growth of consumer credit slowed 
markedly in the second half of 1969. This was attributable to the restriction of 
lending by the chartered banks. After rising by $417 million, seasonally ad- 
justed, in the first half of 1969, outstanding chartered bank unsecured personal 
loans increased by only $67 million in the second half of the year. For the 
year as a whole, such loans increased by about $200 million less than in 1968, 
but this was offset by credit extended by other lenders. Thus, as the table 
below shows, the increase in the total amount of consumer credit outstanding 
was slightly larger in 1969 than in 1968. 


MAJOR SOURCES OF INCREASE 
IN CONSUMER CREDIT OUTSTANDING’ 


(millions of dollars) 








Semi-annual Annual 
1968 1969 
ist half 2nd half 1st half 2nd half 1967 1968 1969 
Increase in amount outstanding: 
Chartered banks (unsecured 
personal loans)®............. 264 424 505 = — 23 519 688 482@ 
Consumer loan companies....... 141 68 97 164 140 209 261 
Sales finance companies......... 12 8 85 69 — 79 20 154 
Credit unions and caisses 
populaires 84 69 45 76@ 157 153 1218 
Life insurance companies 
(policy loans) ee, 40 27 33 59 36 67 92 
Quebec savings banks .......... 2 2 5 — 2 l 4 3) 
Retail dealers@) , oc ccmeass ane < —124 194 — 97 2142 42 70 1208 
Oleh Sete 2 419 792 673 560¢ S168 © halivnei2sce 
e: Estimate. 


(1) Not seasonally adjusted. In the case of chartered bank unsecured personal loans the seasonally adjusted half year figures, in 
millions of dollars, were 194 and 495 in 1968 and 417 and 67 in 1969. 


(2) Not strictly comparable with earlier data since one of the Quebec savings banks became a chartered bank in November 1969. 


(3) Includes credit extended by department stores, furniture and appliance dealers, motor vehicle dealers, other retail dealers and 
oil company credit cards. 
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GOVERNMENT sector. Outlays on goods and services by all levels of gov- 
ernment combined increased by over 9 per cent in 1969, a little more than in 
1968. However, as in 1968, most of the increase in spending reflected higher 
prices rather than an increased volume of purchases. About two thirds of the 
20 per cent increase in federal non-defence outlays on goods and services is 
accounted for by higher salary costs, including large retroactive pay adjustments 
in the course of the year. Defence spending was little changed from the year 
before. At the provincial-municipal level, outlays on goods and services in- 
creased by about 8 per cent. Higher wages and salaries together with other 
rising costs, particularly in construction, accounted for most of the increase. 
In addition, expenditures were augmented by the participation in Medicare of 
five additional provinces during the year. 


GOVERNMENT REVENUE AND EXPENDITURE 
Nationa! Accounts Basis 


Quarterly — Billions of Dollars 
FEDERAL PROVINCIAL-MUNICIPAL 


Ratio Scale 






Ratio Scale 





15.0 15.0 
TOTAL EXPENDITURE 
10.0 10.0 -—<<o--"~ 10.0 
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6.0 
GOODS AND SERVICES 
10.0 
GOODS AND SERVICES =. 
8.0 
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AND SUBSIDIES 
5.0 





1966 1967 1968 1969 1966 1967 1968 1969 
Seasonally adjusted at annual rates. 
1. Horizontal lines represent annual totals. 
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Transfer payments, by all levels of government combined, to persons and . 
non-commercial institutions increased nearly as much as in 1968. The con- 
solidated total of expenditure by all governments on the national accounts basis 
(which excludes substantial non-budgetary disbursements) rose by about 101% 
per cent in 1969, about the same as in 1968. 

Total revenues of the government sector on the national accounts basis 
(excluding net receipts under the Canada and Quebec Pension Plans) rose by 
16 per cent compared with 13 per cent in the previous year. This was the 
result of further tax increases as well as the continued growth in the tax base. 
At the federal level, the Social Development Tax, which came into effect at the 
beginning of the year, was an important factor in the faster growth of revenues 
in 1969 and the substantial movement from a deficit of $165 million on a 
national accounts basis in 1968 to a surplus now estimated at close to $600 
million in 1969. While rising less rapidly than in 1968, provincial-municipal 
revenues in 1969 again increased more than expenditures and a surplus was 
recorded at this level for the first time in many years, though most of it was 
achieved in the early part of the year. The net position of all governments 
combined (excluding the Canada and Quebec Pension Plans) moved on a 
national accounts basis from a deficit of $190 million in 1968 to a surplus 
approaching $1 billion in 1969.* 

The swing by the federal Government to a surplus position on the national 
accounts basis in 1969, combined with the curtailment of its lending programmes 
(see Appendix Table III) and the acceleration of corporation tax payments, 
resulted in a cash surplus of $399 million in contrast to a deficit of over 
$1 billion in 1968. This enabled the Government of Canada to reduce substanti- 
ally its recourse to financial markets in 1969 while increasing its cash balances. 
The outstanding amount of Government of Canada domestic securities (exclud- 
ing those held by Government accounts) rose by $276 million during 1969 
compared with an increase of over $1.1 billion in 1968. (For details of debt 
management operations see pages 60-63. ) 

At the provincial-municipal level, the improvement in the income-expendi- 
ture position slightly more than offset a rise in loans and advances to the private 
sector and some increase in fixed capital investment by provincially and munici- 
pally owned business enterprises. As a consequence, borrowing by provincial 
and municipal governments (and their enterprises) declined slightly from $2,568 
million in 1968 to $2,427 million in 1969. They relied almost exclusively on 
foreign markets and the Canada and Quebec Pension Plan funds for new money 
in 1969. Net funds raised by borrowing abroad amounted to $1,056 million, 
while for the first time in many years the amount of new money raised in the 


domestic market was negligible. 
* It should be noted that in national income and expenditure accounting, expenditures do not include loans 
and advances and other increases in financial or existing real assets; at the same time, the balance does 


include net receipts which arise from certain sources such as superannuation funds even though these 
result in increased government liabilities. 
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MAJOR SOURCES OF FINANCING: FEDERAL, PROVINCIAL AND 
MUNICIPAL GOVERNMENTS AND THEIR ENTERPRISES” 


(millions of dollars) 


1967 1968 1969 
Government of Canada 
Increase in securities outside Gov’t accounts: 
aot LO ASUL Vili S ec ie Sie haute oats ce cee awe vais 295 360 67 
— Canadian-pay market bonds................. 454 709 — 115 
== Ganada Savings BONUS: .4o4,.4.06cvors seu 229 40 324 
SUD UOtal) A tae es Fein eee wu cere ee ah alow 978 1,109 276 
Increase (—) in Canadian dollar cash balances..... 298 — 60 — 675 
Ota} Ceres can mee irs, Heheerre GC). yh owt. eseals 1,276 1,049 — 399 
Provincial and Municipal Governments 
Increase in outstanding Canadian-pay bonds: 
— purchased by Canada and Quebec 
DENSON DE Patt UN Siete ok rs oie wale acs we one 821 894 1,020¢ 
— other Canadian dollar issues................ 861 423 26 
Increase in loans from: 
sot CHALECFEO Dan KSannoset stich ot «x dea eed « apis 124 _ 4 54 
— Government of Canada (including CMHC 
ANGtMDL jet eo aos a eee ra ose es 175 276 231 
Increase in short-term paper outstanding.......... 708 80e 40e 
Increase in foreign currency issues outstanding. ... 800 899 1,056 
Total provincial-municipal borrowing®.......... 2,851 2,568 2,427 


e: Estimate. 

(1) To obtain a total of combined federal, provincial and municipal financing without double counting, loans from the Government of 
Canada to the provinces and municipalities would have to be eliminated, as well as changes in provincial-municipal holdings of 
Government of Canada securities. 

(2) Excluding net new foreign currency issues of the Government of Canada which during 1967, 1968 and 1969 were — 45, +266 and 
+14 respectively. The increase in 1968 reflected new issues sold in the United States, Italy and Germany, the proceeds of which 
were used to bolster official foreign exchange reserves. 

(3) To the extent that we have not been able to identify purchases by provincial government accounts of provincial or municipal 
securities the total of provincial-municipal financing is overstated. 
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Financial Developments in Canada 


GENERAL REVIEW 


In an environment influenced by the continued strong demand for funds, 
entrenched inflationary expectations on the part of borrowers and lenders, and 
sharply rising interest rates abroad, monetary policy became increasingly restric- 
tive during 1969. Asa result, money became more difficult to obtain and its cost 
rose to very high levels. The Bank of Canada managed the cash reserves of the 
chartered banks in such a way as to oblige them to meet a considerable part of 
the strong demand for bank credit by running down their more liquid assets. 
The Bank also supplemented its traditional techniques of monetary control 
through cash management by using its power to increase the minimum secondary 
reserve requirement and by a number of requests to the chartered banks, as 
described in the opening section of this Report. The increase in total bank 
assets and in money supply, however defined, was much smaller in 1969 than in 
1968. The implementation of monetary policy was facilitated by the improve- 
ment in the fiscal position of the Government of Canada. The elimination of 
the Government’s need to add to the total volume of market issues outstanding 
made it possible for the supply arising from the reduction in the chartered 
banks’ holdings to be absorbed by non-bank holders without putting even greater 
pressure on financial markets. 


The financing arranged by various sectors of the economy was discussed in 
the previous section. Excluding the Government, the total was very substantial, 
particularly in the first half of the year; it is estimated to have amounted to about 
$9 billion in 1969 compared with $8 billion in the preceding year. By far the 
greater part of this increase was accounted for by the requirements of non- 
financial businesses. Inflationary expectations, as well as influencing the demand 
for credit, also had a marked impact on the form of lending. Canadian lenders 
appeared reluctant throughout most of the year to commit their funds on a long- 
term basis. In order to raise funds, borrowers shortened the average term of 
new security issues or in many cases provided the lender with an option between 
early or late redemption, and had greater recourse to security markets abroad. 
Businesses also increased their issues of convertible bonds, short-term paper 
and equities. 
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INTEREST RATES CHARTERED BANK ASSETS 


Per Cent Average of Wednesdays — Billions of Dollars 
Ratio Scale 
TOTAL 
MAJOR ASSETS 


FINANCE COMPANY 
90-DAY PAPER 


GOVERNMENT 
LONG-TERM 


ct BONDS! /* 20 
MORE LIQUID ASSETS 
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eee oe ad 
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1. Average weekly yield on Government of Canada Seasonally adjusted. 


bonds with a maturity of 10 years or over. 


The tightening of United States monetary policy in 1969 and the pressure 
which this imposed on short-term interest rates in the Euro-dollar market had 
consequences for Canada. Interest rates in Canada were importantly affected 
even though Canadian Government guidelines had been instituted in 1968 in 
connection with Canada’s exemption from the United States balance of payments 
programme with the objective of limiting the transfer of funds by Canadian 
investors to countries other than the United States. Canadian banks were able 
to place funds with banks in the United States at interest rates nearly as high 
as those prevailing in the Euro-dollar market. In order to shield short-term 
interest rates in Canada from some of the extraordinary pressures prevailing 
abroad, the Bank of Canada intervened at mid-year to limit the outflow of 
“swapped” deposits through the banking system. 


BANK OF CANADA OPERATIONS 


As indicated in the opening section of this Report, monetary policy again 
shifted towards severe restraint in the autumn of 1968. The Bank of Canada’s 
cash reserve management was directed towards reducing the liquidity of the 
banking system. Short-term interest rates rose and the Bank Rate was increased 
from 6 per cent to 6% per cent on December 18, 1968 and to 7 per cent 
effective March 3, 1969. The continued substantial demand for bank credit 
was met by the banks in part by running down their holdings of liquid assets. 
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By April 1969 the banks’ more liquid assets were over $600 million less than 
their peak level in the final quarter of 1968 and the ratio of such assets to total 
major assets was under 29 per cent, a low level by earlier standards. Nonethe- 
less, bank loans continued to increase strongly and in order to add to the pres- 
sure on the banks, the Bank of Canada announced on April 11 an increase from 
7 per cent to 8 per cent in the minimum secondary reserve ratio required of the 
chartered banks, effective in June. The resources potentially available to the 
chartered banks for lending were thus reduced by a further $250 million. 
Although the rate of growth in bank loans declined in May and June, the banks’ 
more liquid asset ratio fell further to a new low of 27.6 per cent in June. 

On June 11 the Bank of Canada raised the Bank Rate from 7 per cent to 
7¥2 per cent. In May and early June there had been a very rapid escalation 
of Euro-dollar rates to more than 12 per cent and this put strong upward pres- 
sure on short-term rates in Canada. On July 15 the Bank of Canada raised 
the Bank Rate to its present level of 8 per cent and at the same time asked the 
banks to regard the amount of their “swapped” deposits at that date as a tem- 
porary ceiling.* These deposits had risen by over $950 million from the begin- 
ning of the year; the increase between mid-April and mid-July alone was $750 
million. 

In response to requests of the Bank of Canada, the major banks agreed not 
to compete aggressively for large Canadian dollar term deposits, and the rate of 
interest paid on such deposits rose less than other short-term rates. It has 
remained at 7¥2 per cent since July and the volume of such deposits has declined 
considerably. By the end of July, typical short-term market yields had risen 
by about 142 per cent from the end of 1968 and the rate on long-term Govern- 
ment of Canada securities had moved up by %4 per cent over the same period. 

During the last six months of the year the tightness of credit conditions was 
very apparent. Short-term interest rates rose further. The chartered banks’ 
more liquid asset ratio continued to decline and reached a level of 25.9 per cent 
at year-end. Bank loans increased very little as the banks found it necessary 
to ration severely their available resources. 

There was a marked expansion of the short-term commercial paper market 
as corporations sought substitutes for bank loans. Excluding paper issued by 
finance companies and by governments and their agencies, the amount outstand- 
ing is estimated to have risen from about $550 million in June to about $850 
million in November, about double the rise in the same period of 1968. In 
December, typical rates offered on such paper rose sharply to reach levels in 
excess of 9/2 per cent, over one per cent higher than at mid-year, and the 
amount of paper outstanding declined by about $160 million. Although the 


* This measure was reinforced in January 1970 when the Bank of Canada wrote to investment dealers and 
trust companies asking them to co-operate by not arranging similar transactions in other ways, 


50 


INTEREST RATES 
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in the monthly series published by McLeod, Young, 
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2. Average weekly yield on Government of Canada 
bonds with a maturity of 10 years or over. 


evidence of strain in this market was related in part to usual year-end liquidity 
demands in both domestic and foreign markets, it may also have indicated that 
the earlier rate of expansion was somewhat overdone. 


Yields on long-term securities also rose, especially in the closing months 
of the year when they were influenced by similar but more pronounced move- 
ments in the United States. In the early part of 1970 there has been a moder- 
ate decline in short-term market interest rates partly because of the easing of 
year-end tensions and partly because of a downward movement of interest rates 
in the United States. Long-term rates followed a similar pattern. 


Beginning in January 1969 the chartered banks were required to meet their 
statutory average cash reserve requirements on a half-monthly rather than a 
monthly basis. The new arrangement was intended to increase the predicta- 
bility and the rapidity of the response of chartered banks to the cash manage- 
ment policy of the central bank and it has worked satisfactorily. 

Reflecting the persistent pressure on the banking system the chartered banks 
had advances outstanding from the central bank on 35 business days in 1969 
compared with 14 business days in 1968. The average amount of advances out- 
standing on business days was $1.2 million in 1969 compared with $0.2 million 


ma | 


in 1968. Over the same period securities held by the Bank under purchase and 
resale agreements with money market dealers were outstanding on 93 business 
days, compared with 35 business days in 1968 and averaged $9.4 million on a 
daily basis in 1969 compared with $4.3 million during the previous year. 


Changes in the Bank of Canada’s holdings of Government of Canada 
securities for each month in 1969 are summarized in Appendix Table I. There 
was a net increase in the Bank’s portfolio over the year of $170 million, virtually 
all as a result of transactions with the securities market. From time to time 
the Bank undertook temporary swaps of foreign currency assets with the 
Exchange Fund Account for cash management purposes. Appendix Table II 
indicates the main changes in the Bank’s balance sheet each month in 1969. 
Bank of Canada notes in circulation increased by $217 million over the course 
of the year. 


FINANCIAL INSTITUTIONS 


The major assets of the group of financial institutions shown in the table 
below grew by nearly 8 per cent in 1969 compared with 13 per cent in 1968. 
Virtually all of this slower growth was attributable to the chartered banks; the 
annual rate of growth of the other financial institutions as a group was about 12 


MAJOR ASSETS OF SELECTED FINANCIAL INSTITUTIONS 


increase in Percentage increase 
Millions smilfions of dollars 
of dollars SS Average 
Dec. 1969 1968 1969 1963-66 1967 1968 1969 
Chartered banks®® .. 0.0.0.0... 27,503 3,258 1,285 8.3 14.2 1A22 4.9 
Quebec Savings Bank®. .......... 522 62 36 is 9.0 14.6 7.4 
Trust and mortgage loan companies.  8,462¢ Ted EOL Ge 18.6 9:8 SO Lise iar7e 
Sales finance and consumer loan 
CONIDSRIES: Misa ty Ue saa cure 5,269 447 654e 11.9 6,07" #107 = 14 2¢ 
Credit unions and caisses populaires 3,900¢ 356 291e 14.8 15.057 10:9 8.1e 
WLOEAIee A sioe de Ree ae 45,6568 4,903 3,285 10.8 12:5 13:1 7.88 


Total excluding chartered banks 18,153 1,645 2,000¢ 152 9.9 11.3 12.48 


e: Estimate. 


(1) For comparability the assets of the Quebec Savings Bank which became a chartered bank in November 1969 are included with 
chartered bank assets in each period shown. 


(2) Major Canadian dollar assets plus net foreign currency assets; average of Wednesdays. 
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per cent in 1969 compared with about 11 per cent in the previous year. Partly 
as a result of the improvement in their competitive position arising from the 
1967 Bank Act revision the banks grew by 14 per cent per annum in 1967 and 
1968. However, their total major assets increased by only 5 per cent in 1969. 
In absolute terms the combined assets of all these institutions increased by $3,285 
million in 1969, $1,618 million less than in 1968. 

The competition for funds among financial institutions in 1969 resulted in 
substantially higher deposit rates. Rates offered by chartered banks on non- 
chequable savings deposits rose from 5 per cent in late 1968 to 614 per cent 
in mid-1969 and since then have remained at that level. Rates on similar 
deposits at trust and mortgage loan companies followed the same pattern. The 
rate on large short-term deposits at the banks increased from 614 per cent in 
December 1968 to 7 per cent in June and to 714 per cent in July but as already 
indicated the rate on these deposits was influenced by requests made by the Bank 
of Canada. The banks, however, competed vigorously for large foreign currency 
“swapped” deposits. The rates on such three-month deposits, which had also 
been at 614 per cent at the end of 1968, rose to about 814 per cent at mid-July 
largely influenced by the rapid rise in Euro-dollar rates and the rates available 
to Canadian banks in New York. At that time the Bank of Canada requested 
the chartered banks to regard the level 


of “swapped” deposits as a ceiling. The 
three-month rate climbed to a peak 
level of over 914 per cent by the end 
of December as New York rates were 
rising and the forward discount on 
the U.S. dollar was narrowing. Trust 
companies also bid actively for short- 
term deposits. Rates offered by these 
institutions on 90-day deposits were 
between 74% per cent and 714 per cent 
at mid-year and moved up to a range of 
8% per cent to 9 per cent at year-end. 


The increase in the general pub- 
lic’s holdings of bank deposits and 
other liquid claims on banks was con- 
siderably less in 1969 than in 1968. 
Currency and demand deposits rose by 
3.9 per cent compared with 6.7 per 
cent in 1968. The growth in currency 
and total privately-held Canadian dol- 
lar deposits was 314 per cent. 


SELECTED MONETARY AGGREGATES 
CURRENCY AND CHARTERED BANK 
DEPOSITS 
Half Yearly Percentage Changes at Annual Rates 
CURRENCY AND DEMAND DEPOSITS 


ieee 


So 


CURRENCY AND TOTAL PRIVATELY-HELD 
CANADIAN DOLLAR DEPOSITS 





CURRENCY, 
PRIVATELY-HELD CANADIAN DOLLAR DEPOSITS 
AND SWAPPED DEPOSITS 


20 20 
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1 oil 
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Seasonally adjusted. 
* Change negligible. 
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GENERAL PUBLIC HOLDINGS OF CERTAIN FINANCIAL ASSETS 


Millions of Percentage increase 
dollars 
December Average 
1969 1963-1966 1967 1968 1969 
COTPENC Ye EG BRE 3,209 5.9 9.8 9.2 9.7 
Chartered bank demand deposits ........ 5,924 6.1 Thats 53 0.9 
SUD italic ic ciaenen e eee tes ce 9,203 6.1 8.1 6.6 3.9 
Other chartered bank Canadian dollar 
GODOSIES CS ch Unit shal amenable abit 18,515 9.3 21.0 16.8 Re 
Sub-tobahinie’s cede el, Fae Se 27,718 8.0 16.1 13.2 3.5 
Chartered bank foreign currency 
deposits of residents 
SWAN DGG atone tors oats camer 1,592 17.8 12.2 — 5.5 88.4 
ePOLIOLER Aine oo meute sv nGh eevee oe 1,671 23.0 che 13.0 40.1 
Sub-total: Currency plus all chartered 
bank deposits shown above. 30,981 8.7 16.4 12.6 7.5 
Credit unions and caisses populaires deposits 2,310 13.5 18.0 Vi 13.78 
Quebec Savings Bank deposits .......... 494 rea 8.7 15.1 7.9 
Trust and loan company deposits......... 7,585 19.2 10.4 118 13.98 
Short-term paper holdings of residents. ... 2,591° 14.0 14.0 39.4 19.1¢ 
Canada Savings Bonds................... §,683 7.1 3.8 0.6 pa 
General public holdings of the above assets  50,604¢ 103 1333 11.7 8.98 


e: Estimate. 


(1) For comparability the deposits of the Quebec Savings Bank which became a chartered bank in November 1969 are included with 
chartered bank deposits in each period shown. 


A summary of the various other types of liquid assets held by the general 
public is presented in the above table. The public’s holdings of chartered 
bank foreign currency deposits (both “swapped” and other) and of deposits at 
credit unions and caisses populaires, and trust and loan companies showed 
relatively large increases in 1969, partly offsetting the slower growth in the 
public’s holdings of Canadian dollar bank deposits. 


THE CHARTERED BANKS. With an increase of only 5 per cent in their total 
major assets during 1969 the banks found it necessary to dispose of liquid assets 
on a large scale to finance a 13% per cent increase in their loan portfolio. 
Holdings of liquid assets as a percentage of total major assets had risen to about 
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CHARTERED BANK MAJOR ASSETS AND LIABILITIES* 


(average of Wednesdays — seasonally adjusted) 


Increase im 1969 


Millions percentage Percentage 
of millions of dollars at annual rates increase 
act 1969 1st half 2nd half ist half 2nd half 1968 1969 
Total’majforassets 00 eee. 27,366 1,098 255 8.4 1.9 14.2 yd 
More liquid assets.............. 7,098 | —644 —455 —15.7 —12.0 17.5 —13.4 
bess liquid:assets....4 fate. ccs 20,262 1,689 740 18.9 7.6 12.8 Ise 
of which: general loans........ 14,925 LO2Zz (Lays 25.1 3.4 10.9 13.5 


(business loans)... (8,754) (833 )* (202) (2057) (5.9) (9.4) (14.1) 
(unsecured personal 


loans rw ss 378 (4,155) (417) (67) (22.7) (3:35) “i(23.1)@ (15.2) 
loans to grain dealers 1,267 — 55 380 —11.7 85.7 49.4 34.9 
residential mortgage 

UNS ee ee tai 1,310 151 125 29.2 ra ea 24.0) pepe 

(More liquid assets ratio at end of 
Herod, Der cent) Bakte. seas (25s (27.9) 1 (25.9) 

Total Canadian dollar deposits. .... 25,773 1,070 195 8.7 1.5 14.3 spel 
Demand deposits............... 5,763 192 —137 6.7 — 4.6 a3 0.9 
Personal savings deposits........ 15,151 758 701 Pitt Hii 15.8 10.6 

of which: chequable®......... 5,636 | —332 —615 —10.1 —19.7 —13.3 —14.4 
non-chequable®..... 5,663 705 618 325 24.5 56.4 30.5 
fixed-term. ....... 3,594 601 454 47.3 28.9 101.3 41.6 

Non-personal term and notice 
DENOSHSte wy as nes, 3,688 | —157 —636 — 7.0 —29,4 20.3 —17.6 
Government of Canada deposits? 1,437 | — 53 604 —12.0 145.0 2957 "62.2 

Swapped depositsS@ 0.0.2.0... Pasi 717 71 187.9 96 —15.8 103.3 

Other foreign currency deposits 
of residents@@, ............... Lri2 245 191 38.4 25.1 222° MSE 


(1) Month-end figures. 

(2) Not seasonally adjusted. 

* Includes data as at December 31, 1969 for theQuebec Savings Bank which became a chartered bank in November 1969; excluding 
this bank, total major assets rose by 4.9 per cent in 1969. 


32 per cent in the fourth quarter of 1968 but by the end of 1969 this ratio had 
declined to the historically low level of 26 per cent. Between November 1968 
and December 1969 the banks reduced their holdings of more liquid assets 
(including net foreign assets) by about $1,195 million to $7,119 million (before 
seasonal adjustment). Of the December 1969 total the amount of required 
cash and secondary reserves was $3,768 million. 

Rising rates of interest in securities markets and the difficulties of raising 
funds in the capital market contributed to a strong demand for business loans in 
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CHARTERED BANK LOANS 1969. Most of the increase in busi- 
Average of Wednesdays — Billions of Dollars ness loans was, however, con- 
20.0 centrated in the first half of the year 

when they rose at a seasonally 


Ratio Scale 


Wee ec ge adjusted annual rate of 22 per cent. 

15.0 1.0 The rate of increase fell to 6 per 
cent in the second half of the year. 

| wee | Consumer loans were also 
ook eat soa 09 Strong in 1969 increasing at an 
annual rate of nearly 23 per cent in 

8.0 BUSINESS LOANS 8.0 the first half of the year. In the 


Month-end 


second half of the year, however, the 

rate of increase in these loans was 

6.0 6.0 just over 3 per cent. Residential 

mortgage loans continued to rise 

markedly in 1969 as they had the 

49 Previous year. Grain loans, which 

RERCORMGaiE | include loans to the Wheat Board to 

ai finance its marketing operations and 

3.0 3.0 an extended advance payment pro- 

gramme for farmers, showed a large 

increase in 1969, as a result of the 

, heavy build-up of grain stocks. 

1966 1967 1968 1969 70 The cost of bank loans rose 

Seasonally adjusted. substantially during the first half of 

the year. The prime lending rate, 

which was 634 per cent in the closing months of 1968, rose to 844 per cent by 
the middle of 1969 and has since remained at that level. 

With the co-operation of the chartered banks the Bank of Canada initiated 
in November 1968 a quarterly survey of chartered bank lending rates. The 
survey covers all loan transactions, whereby a customer’s account is credited 
with funds whether under existing, new or renewed authorizations. The survey 
specifically excludes unsecured personal loans, residential mortgage loans, day 
loans, call loans and loans to grain dealers. The banks selected a broadly 
representative sample of branches which report the details of all their loans made 
on three consecutive days near the middle of each quarter. A total of 125 
branches have been involved and they have reported on approximately 5,000 
loans each quarter. 


2.0 


The following table shows the average interest rate on new demand loans 
in the sample weighted by the dollar volume, as well as the distribution of these 
loans, between those made at the prime rate and those above it. The average 
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DISTRIBUTION OF NEW DEMAND LOANS 
BY INTEREST RATES CHARGED” 


Average rate 











on new 
Date of Prime demand 
survey rate loans 2) 
1968 
Nov. 6.75% 12159, 
1969 
Feb. 7.00% 1359, 
May 7.50% 7.78% 
Aug. 8.50% 8.19% 
Nov. 8.50% 8.18% 


Percentage distribution of dollar volume 


Exceeding 
At At prime At prime At prime prime 
prime plus 47, plus 44% plus 34% plus 4% 
39 is 17 8 13 
45 17 17 9 12 
54 11 17 9 9 
53 8 21 10 8 
60 y 16 7 10 


(1) The term “new” loans in this survey is defined as any transaction whereby a customer’s account is credited with funds during 
the three selected survey days, whether under existing or renewed authorizations. 


(2) Weighted by dollar volume. 


rate charged on all new demand loans 
rose from 7.15 per cent in November 
1968 to 8.79 per cent in August 
1969 and remained at about that 
level in the November 1969 survey. 
On the liability side of the 
banks’ balance sheets only the per- 
sonal savings and foreign currency 
deposits showed substantial in- 
creases. Within the personal savings 
category there was, however, a con- 
tinued shift from chequable savings 
deposits into non-chequable and 
fixed-term deposits which pay higher 
rates of interest. Non-personal term 
and notice deposits declined by over 
$1 billion from their peak in the first 
quarter of 1969 as the rates paid on 
such deposits became less com- 
petitive. Many depositors moved 
their funds into “swapped” deposits 
and other foreign currency deposits 
at the chartered banks as well as 
into other short-term instruments. 


SELECTED CHARTERED BANK LIABILITIES 


40 


4.0 


3.0 





Average of Wednesdays — Billions of Canadian Dollars 


Ratio Scale 30.0 
TOTAL CANADIAN 
DOLLAR DEPOSITS 
20.0 
15.0 
PERSONAL SAVINGS 
DEPOSITS 
DEMAND DEPOSITS 6.0 
5.0 
NON-PERSONAL TERM 5.0 
AND NOTICE DEPOSITS 
Arithmetic Scale 
4.0 
3.0 
2.0 
SWAPPED DEPOsiTs! 
1.0 
Kane: ra 0 


1966 1967 1968 1969 70 
Seasonally adjusted. 


1. Unadjusted. 
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TRUST AND MORTGAGE LOAN COMPANIES. The major assets of the trust 
and mortgage loan companies rose by nearly 14 per cent in 1969 compared with 
almost 12 per cent in the previous year. Net mortgage lending increased sub- 
stantially reflecting the large volume of loans approved in the latter part of 1968 
and throughout most of 1969. Most of the funds for mortgage lending came 
from the issue of fixed-term deposit-type instruments. The typical rates offered 
by the trust companies on five-year fixed-term certificates rose from just over 
7 per cent to a range of 814 per cent to 8% per cent in the course of the year. 


TRUST AND MORTGAGE LOAN COMPANIES 
MAJOR ASSETS AND LIABILITIES 


Percentage increase 
Millions : 


of dollars Average 
Dec. 19696 1963-66 1967 1968 19690 
EGtaLanalor aSSelS co seen 8,462 18.6 9.8 ti] Leal 
Cash and short-term investments®, . 742 17.8 17.5 32.6 8.5 
Federal, provincial, municipal and 
Corporate DONGS). Sei. ees aks os 1,532 11.2 10.6 1s 6.4 
Mortgage loans and sales agreements 5,805 22.4 9.0 10.5 a 
OLWEIaSSOLS ee Le ee ae 383 
Total major liabilities................ 7,585 19.2 10.4 11.9 13.9 
Demand and savings deposits....... 1,709 16.1 55 7.2 zl 
Guaranteed investment certificates, 
debentures and other term deposits 5,876 20.4 12.2 13.6 17.8 
e: Estimate. 


(1) Short-term investments include: Government of Canada treasury bills, term deposits in chartered banks and trust and loan 
companies, short-term notes of sales finance companies and commercial paper. 


SALES FINANCE AND CONSUMER LOAN COMPANIES. For the second 
consecutive year, the major assets of the sales finance and consumer loan com- 
panies grew strongly. Their business lending rose less than in 1968 but their 
consumer loans increased quite sharply. Very late in the year there were some 
signs of slackening in the rate of growth of consumer loans mainly reflecting the 
weakness in new car sales. Loans from parent and affiliated companies and an 
increase in short-term paper outstanding were the principal sources of funds to 
the industry during the year. 
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SALES FINANCE AND CONSUMER LOAN COMPANIES 
MAJOR ASSETS AND LIABILITIES 


Millions Annual percentage increase 
of dollars 
ers cns S689. faa oe68 neers 
TPOLAMSIOLASSeLSS? tac =, ace ws cas 5,269 nS 107 14.2 
of which: 
Investments in securities......... 128 89.7 —11.8 32.0 
Gross TeCeOlVaDIES -) 5. wea ie wee 5,095 5.4 11.8 13.4 
consumer receivables.......... 3,052 2.6 9:5 Loc 
business receivables........... 2,043 9.8 15:3 10.0 
Totalemaron liabilities ache 4,302 0.8 9.7 14.5 
aU ANS tecaenly sedate cic aes 385 —10.7 — 13.1 23.4 
SNORLAORM Papel in). acne a ees 1,559 — 0.9 we) 18.9 
Loans from parent and 
affiliated companies............ 856 — 5.0 23 19.7 
Long-term debt, with original 
term of more than one year..... 1,502 9.1 be) 5.8 
e: Estimate. 


(1) Includes receivables net of allowance for bad or doubtful accounts. 


LIFE INSURANCE COMPANIES. During 1969 there were marked adjust- 
ments in the pattern of investment by the life insurance companies. The 
volume of net mortgage lending and new mortgage loan commitments under- 
taken by the life insurance companies declined quite sharply in 1969, although 
they provided an increased volume of funds through equity participation in new 
projects. Holdings of bonds changed little; but the industry substantially 


SELECTED CANADIAN ASSETS OF 
SIXTEEN LIFE INSURANCE COMPANIES” 


Percentage increase 








Millions 
of dollars Average 
Dec. 1969¢ 1963-66 1967 1968 19698 
Total Canadian assetss. :.c.5. Ac4.c. 12,308 7.1 5.6 5.9 5.0 
of which: 
Federal, provincial, municipal 
and corporate bonds........... 4,122 ef 3.4 1.8 0.5 
Morigage:l0alisPeo. es. r lek eee 6,224 10.0 5.4 6.3 4.2 
ReaROSLSS ees hed ead on deo 543 60 iY 6.8 15.3 
POUCV LOANS ede etn Sete. eee 575 5.0 6.4 14.9 20.5 
Preferred and commen stocks..... 687 20.5 26.5 24.6 21.1 
e: Estimate. 


(1) Relates to the life branch assets of 16 life insurance companies whose net premium income in Canada in 1968 was 80.9 per cent 
of the total of all companies registered under the Federal !nsurance Acts. 
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increased its investment in short-term paper and common stocks. There was 
also a continued increase in the amount of policy loans in 1969. For the year 
as a whole total assets (held in Canada) by the insurance companies shown in 
the table on page 59 grew by about 5 per cent compared with almost 6 per cent 
in the previous year. 


SECURITIES MARKETS FINANCING 


Governments and private corporations issued a total of $4.7 billion of new 
securities net of retirements in 1969, about $800 million less than the previous 
year. Net new borrowing by the Government of Canada declined by more 
than $1 billion while net new issues by others rose from $4.2 billion in 1968 to 
$4.5 billion in 1969. Among the major suppliers of funds to the new issues 
market only the non-bank financial institutions and non-residents increased their 
purchases of securities. The chartered banks’ security holdings fell by $481 
million during 1969, compared with a net increase of over $1 billion in 1968. 
Direct purchases of securities by other residents were down slightly despite the 
successful Canada Savings Bond campaign. The holdings of provincial and 
municipal securities by the Canada and Quebec Pension Plans continued to rise 
during 1969. 


As noted earlier in the discussion of spending and financing by major 
sectors, there were marked shifts in borrowing and in the type of security offered 
by various borrowers in 1969. The details of many of these changes may be 
seen in the table on the following page. 


GOVERNMENT OF CANADA DEBT MANAGEMENT OPERATIONS 


The continued rise in the trend of the general level of interest rates in 1969 
created an unsettled environment for debt management operations but the 
problem was eased by the much improved fiscal position of the Government of 
Canada and the relative stability in foreign exchange reserves. 


Debt management operations in market securities were generally confined 
to the refunding of maturing issues in the domestic market. There were five 
market bond offerings totalling $1,390 million against retirements and cancella- 
tions of $1,576 million. Details are provided in the table on page 63. In 
addition to the offerings of three-month and six-month treasury bills at the regular 
weekly tenders, special bills of up to one year were issued on three occasions 
each connected with a refunding of maturing securities. Treasury bills out- 
standing rose by $70 million. The net decline in total Canadian dollar market 
securities was, therefore, $116 million. 
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NET NEW ISSUES OF SECURITIES 
(millions of Canadian dollars) 


Funds raised through new issues of: 


Government of Canada bonds and treasury bills. ... 
Provincial and municipal securities............... 


Gorporare:SNOMm-TGRM DADON «. uss. os ona eet < 
GOFDGI OU SLOCKS thorn a Carols Batt os ge ioe eee 


Total funds raised and supplied.............. 


Funds supplied by increase in holdings of: 


Bank of Canada 
— Government of Canada market issues......... 


Chartered banks 
— Government of Canada market issues......... 
— Provincial and municipal securities........... 
=E GOFDOLALO SOCUTLUCS e015 an MR uss ifn las et neces 


Toratichartered Dank Sct.qe wees’ Nee eee 


Non-bank financial institutions 
— Government of Canada market issues......... 
— Provincial and municipal securities........... 
— Corporate bonds and short-term paper....... 
= COL POLate SLOCKS ieee aue es ont duh eae eer 


Total non-bank financial institutions........ 


Canada and Quebec Pension Plans 
— Provincial and municipal securities........... 


Other residents 
— Canada Savings Bonds..................... 
— Government of Canada market issues......... 
— Provincial and municipal securities........... 
— Corporate bonds and short-term paper....... 
eT OPDOLate SOCKS: >.< rae oe chs noth tns ae en ete. 


Totalcother resident$a.te% co. 2 cess ek 


Non-residents 
— Government of Canada market issues......... 
— Provincial and municipal securities........... 
— Corporate bonds and short-term paper....... 
pert COL DOLALO SLOCK Ga wees nit distin tetra cns fmcate 


TOral HON-TeSidentSs= Seer.s st Se hee 
of which: 


e: Estimate. 


1967 


Net redemptions of Canada Savings Bonds were heavy prior to October as 
yields on other instruments available to investors became more attractive, but 
the 1969/70 issue was very successful and the total of Canada Savings Bonds 
outstanding increased by $324 million. 

A marked shift in the distribution of marketable Government of Canada 
securities outstanding occurred in response to monetary policy: chartered bank 
holdings fell by $480 million while resident general public holdings (including 
investment dealers) increased by $269 million. Bank of Canada holdings rose 
by $170 million. 

The new Government of Canada bond issues offered were short and medium 
term to meet investor preferences. In March and again in September investors 
were offered five-year bonds with an option to extend the term through exchange 
into longer maturities. Advance refunding of near maturities with the Bank of 
Canada formed a part of three operations. 

The Canada Savings Bond campaign was the major debt operation of 
the year. The 1969/70 Series, which was dated November 1, 1969 to mature 
in nine years, offers investors yields ranging from 7 per cent in the first year 
up to 8% per cent by the fourth year for an average annual yield of 8 per cent 
when held to maturity and carries an optional compounding feature. Many 
holders of outstanding series took advantage of the record rate of return to con- 
vert their holdings into the new series and, as a result, gross sales of the 1969/70 
Series in the fourth quarter of 1969 amounted to $4,741 million. 
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SUMMARY OF DIRECT AND GUARANTEED NEW ISSUES 
AND RETIREMENTS 
GOVERNMENT OF CANADA MARKETABLE SECURITIES* 





Amount 
retired 
Amount delivered (millions 
(millions of dollars Term to Yield to of dollars 
Date Issues offered par value) maturity maturity par value) 
(Payable in Canadian dollars) 
1969 
Mar. 14 100® 
Apr. 1 7% May 1,70 15 lyr. 1 mo. 7.09 
744% Apr. 1,772 235 3 yrs. 7:29 
714% Apr. 1,'74 125 5 yrs. 1.25 
485 410 
June 27 Treasury bills 175 308 days 7.46 150 
July 1 300 
July 2 734% July 1, ‘70 130 1 yr. VP 
8% July 1,'78 125 9 yrs. 8.00 
Treasury bills 20 268 days 7.50 
215 
July 25 75¢5) 
Aug. 15 734% Oct. 1,70 40 lyr. 144 mos. 7.88 
8 iFeh: 173 110 3 yrs. 544 mos. 8.00 
150 
Sept. 15 120¢® 
Oct. 1 8% Oct. 1, '70 30 1 yr. 8.00 
a7, Octo ie 7k 45 2 yrs 8.00 
8% Oct. 1, '74 225 5 yrs. 8.00 
300 350 
Nov. 28 Treasury bills 75 364 days 8.01 75 
Dec. 15 8% Dec. 15, '70 75 ] yr. 8.11 
8% Oct. 1,'71 125 lyr. 9% mos. 8.14 
200 210 
Dec. 31 11°) 
(Payable in foreign currency) 
Jan. 15 674% June 1, ’88@ 16 20 yrs. 6.60 
Apr. 15 ] (3) 
Oct:.15 1 (8) 


* Excludes three-month and six-month treasury bills. 
(1) Cancellation of 5% bonds due July 1, 1969 held by Securities Investment Account. 


(2) Part of the June 11, 1968 U.S. $100 million issue which was delivered on January 15, 1969. 


(3) Partial redemption at par of U.S. pay 5% October 15, 1987 for the Sinking Fund. 

(4) Exchangeable into 744% bond to be dated April 1, 1974 and to mature April 1, 1984. 

(5) Cancellation of 534% bonds due October 1, 1969 held by Securities Investment Account. 

(6) Includes $70 million of Canadian National Railway Company 274% bonds due September 15, 1969 and cancellation of $50 million 
514% bonds due October 1, 1969 held by Securities Investment Account. 

(7) Exchangeable into 8% bond maturing October 1, 1986. 


(8) Cancellation by Purchase Funds of the following Canadian National Railway bonds: $3.7 million of 544% Dec./71; $1.7 million 
of 5% May /77; $2.0 million of 534% Jan. /85; $3.5 million of 5% Oct. /87. 
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Canadian Balance of International Payments 


SUMMARY 


The current account deficit in Canada’s balance of payments widened in 
1969 despite the continued rapid growth in world trade and the slowing in the 
growth of domestic demand after the first quarter. Major industrial disputes 
in Canada substantially reduced exports through much of the year, in contrast to 
the situation in 1968 and early 1969 when exports were boosted by abnormal 
demands resulting from strikes in the United States. Other factors which 
adversely affected exports in 1969 were the slowing of business expansion in 
the United States and the depressed state of the world wheat market. Imports, 
on the other hand, were at a substantially higher level in 1969, although they 
grew very little after the first quarter of the year. There was also an appreciable 
increase in the net deficit arising from tourist expenditures. ‘The outcome was 
an increase in the current account deficit to about $725 million from the unusu- 
ally low level of $60 million in 1968. There was a small reduction in the 
deficit with the United States but a large decrease in the surplus with other 
countries, notably Britain and Japan. The financing of the deficit in 1969 was 
facilitated by a continued substantial inflow of long-term capital, arising mainly 
from the sale of Canadian bonds in the United States and Germany, and by a 
marked shift in Canadian investor preference in favour of Canadian over 
American equities. The long-term inflows were sufficient to cover both the 
deficit on current account and a large net outflow of short-term funds and to 
permit a slight increase in official international reserves in 1969. 


CURRENT ACCOUNT 


Canada’s merchandise exports rose by 10 per cent from 1968 to 1969, 
while imports rose by 15 per cent. Rapidly rising trade in automotive products 
with the United States again made a substantial contribution to the growth in 
both exports and imports, as they have done every year since the signing of the 
Canadian-United States automotive agreement in 1965. Excluding this trade, 
exports rose by 442 per cent compared to 131% per cent in 1968. There was, 
in fact, little or no increase in the volume of these exports in 1969 since there 
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was an appreciable rise in prices, particularly for a number of key industrial 
materials. The growth in exports was depressed in the second and third 
quarters of 1969, mainly by strike disruptions and declining wheat sales, but 
was resumed in the final quarter. 

Labour disputes have distorted the pattern of our trade, particularly with 
the United States, over much of the past two years. United States demand for 
Canadian copper, aluminum, iron and steel was boosted in late 1967 and the 
first half of 1968 by strikes or the threat of strikes in that country. In early 
1969 some United States demand for imports was probably diverted to Canada 
because of dock strikes in the United 








States. During the last three quarters of MERCHANDISE TRADE 
1969 strikes of varying duration in Can- Quarterly — Billions of Dollars 
ada sharply reduced exports of iron ore, [ EXCLUDING TRADE 


5 ° ° IN AUTOMOTIVE PRODUCTS WITH U.S.A. 
steel, nickel and shipments of commodi- 


ties through British Columbia ports. 
Partly in consequence, non-automotive 
exports to the United States rose by only 
8 per cent in 1969 compared with a 17 
per cent increase in 1968. While it is 
difficult to measure the effects of the 
strikes on trade, it does appear that the 


| Ratio Scale 





EXPORTS 








Arithmetic Scale 


growth in exports to the United States of BALANCE 
goods not so affected was fairly well 
maintained considering the slowing of 
the expansion in that country’s economy. 








TOTAL TRADE 


Exports to overseas countries de- 2 asi 2 
clined slightly in 1969. Shipments of 
wheat and flour fell by nearly 30 per B : 0 
cent; sales to most major markets were 
moderately lower, but the greatest part Bir ts i i ol ciate 
of the decline was in exports to the i966 1967 1968 1969 
Soviet Union and to China. The recent Seasonally adjusted at annual rates. 














signing of new contracts with these 
two countries assures some recovery in wheat shipments in 1970. Exports of 
commodities other than wheat rose less rapidly than in 1968. Shipments to 
Britain declined, although that country’s total imports were higher in 1969, and 
sales to other overseas markets increased by 10 per cent, somewhat less rapidly 
than in 1968; these changes were attributable in part to the strikes. Canada’s 
share of the market in Continental Europe appears to have been maintained, but 
our share of the rapidly expanding Japanese market fell. 

The value of merchandise imports excluding United States automotive pro- 
ducts increased by 14 per cent in 1969 following a 7 per cent increase in 1968. 
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Exports 
To the United States 
Automotive products 


MERCHANDISE TRADE’ 


(millions of dollars) 


Ge © 0 ee cw oye fe (6 © 16 4 6 le 6) ey oie Dice 8 @ Bt 


Other products... :....... Re) ann 


Imports 


© a Je C6. ee) 8) <6 6 ie, at fais wiStlie: (a: e: (a) (6 01 ce 


From the United States. 


Automotive products 


GinerDrodueiS 2. .w Seed. cuanto Pete ee 


Balance 
With the United States 
Automotive products 


OURS DTOUUCTS aes ce ie chia ee Le a 


(1) Balance of payments basis. 


PS Tel euse i 0 iw [wl ie! le we fe 9) sie wi eite mie 1s) we 8 


Prete (ate Me vers ea clcer Sire tele lal is’ ce, a 06 ‘sya 
































19638 


2,410 
6,/06 





9116 ~ 


745 
3,677 


4,422 
13,538 

















1969 


3,265 
T2009 


10,500 | 


536 
3 850 
4,386 


14,886 














However, much of the larger annual increase reflected the rapid growth up 
to the first quarter of 1969; there was little net increase thereafter, despite 
the continued upward movement in import prices to a fourth quarter level some 
4 per cent to 5 per cent higher than a year earlier. 
imports from the United States rose by 11% per cent while imports from over- 


seas countries rose 


by 181% per cent. 


For the year as a whole, 


The largest increase in total imports 


occurred in capital goods in response to rising business investment; there were 
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also substantial increases in most other categories of imports, including auto- 
mobiles from overseas countries and steel during the strike in that industry. 
Imports were also encouraged by the scheduled reduction in tariffs under the 
Kennedy Round at the beginning of the year and by the accelerated reduction 
announced in June as an anti-inflationary measure. 


The surplus on Canada’s merchandise trade fell by about $500 million from 
1968 to 1969. The trade balance with the United States, which had strength- 
ened by about $800 million in 1968, improved by a further $140 million in 1969. 
The change in 1969 was more than accounted for by a reduction in Canada’s 
trade deficit on automotive products. Our trade surplus with other countries, 
which had exceeded $1 billion a year since 1963, dropped by $650 million in 
1969. Of this decline, over $200 million resulted from lower wheat shipments. 
The remaining $450 million was due chiefly to the large increases in imports 
already noted; about half of this decline was with Britain and the rest was virtu- 
ally all with Japan, other Asian countries and Australia. 

The deficit on non-merchandise transactions rose by about $150 million 
from 1968 to 1969 to nearly $1,600 million. This was more than accounted 
for by a large increase in the deficit on travel account from about $25 million 
in 1968 to $200 million in 1969. Expenditures by Canadians travelling abroad 
increased by 26 per cent while the expenditures of foreigners in Canada rose by 
only 9 per cent. The net deficit on interest and dividend account remained at 
about $950 million in 1969; an unusually large increase in receipts last year was 
large enough to match the increase in payments. | 


CURRENT ACCOUNT OF THE BALANCE OF PAYMENTS 
(millions of dollars) 











1967 1968 1969 

With the United States 
Merchandise trade balance...................... — 569 249 391 
Non-merchandise trade balance.................. — 773 —1,041 —1,101 
Currentiaccount palanceme ow. ), ba..cre aie... Pe — 1,342 — 792 — 710 

With other countries 
Merchandise trade balance...................... 1,135 feud 477 
Non-merchandise trade balance.................. — 292 — 395 — 489 
Current-account balance... 49) aie eee ae cee 843° 732 — 2 
of which: ‘ 

LES G ALO Pree tcd tod he ncaa ae 512 478 263 
PPCErUrOperty fat ee ee — 153 — 249 — 344 
gthereountriess GI, fe 484 503 69 
Otel CORONIACCOUNL DalgNCR of ck. a aca — 499 — 60 — 1722 
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As a result of these developments in merchandise and non-merchandise 
trade Canada’s current account deficit, which had declined from $500 million in 
1967 to $60 million in 1968, rose again to about $725 million in 1969. All of 
the increase last year was in our transactions with overseas countries, a con- 
sequence not only of the drop in the trade surplus but also of an increase in the 
non-merchandise deficit of $100 million. Almost all of the widening in the 
non-merchandise deficit was due to sharply increased Canadian tourist ex- 
penditures overseas. 


CAPITAL ACCOUNT 


The published estimates in the table below indicate that the net inflow of 
capital in long-term forms rose sufficiently in 1969 to finance a larger current 
account deficit and a larger net outflow of short-term capital and to provide a 
small increase in reserves. 


FINANCING OF THE CURRENT ACCOUNT DEFICIT 
(millions of dollars) 


1967 1968 1969 

Garrentaccount deficit 328 Oe ae EGY) — 499 — 60 — 722 
Capital flows 

DOUG Lec CaDi tal we tk eee lek a eeaeeenh erst 1,347 1,590 2,162 

SOLU tetincapttan ewe eet eet — 828 —1,181 —1,375 

HG) CY Les ip eat RTs ot ie a a me PREP Yo rere 519 409 78/7 

Increase in official international reserves............ 20 349 65 




















Most of the increase in net long-term capital inflows was the result of 
Canadian investors switching from heavy buying of foreign securities in 1968, 
mainly United States common stocks, to net selling in 1969. Sales of Canadian 
stocks to non-residents were substantial for the year as a whole, but they were 
largely concentrated in the first half of the year. Foreign direct investment in 
Canada remained at about the 1968 level but Canadian direct investment in the 
United States rose appreciably. 

Sales of new Canadian bond issues to non-residents were the most import- 
ant channel for long-term capital inflows again in 1969. Placements of secur- 
ities in Europe, chiefly bonds denominated in German marks, were large during 
the first three quarters of the year when considerations of both price and avail- 
ability made this market attractive to Canadian borrowers, but towards the end 
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LONG-TERM CAPITAL FLOWS 
(millions of dollars) 


1967 

Direct investment: in Canada. . 2... .....:.cc.cse ee. 691 
ab h0aGer eye baer: MA, — 125 

Canadian stocks: net new issues.................4. 36 
trade in outstandings.............. 12 

COCA EE aT eee ttt avd EY, 48 

Canadian bonds: gross new issues.................. 1,270 
BOUTOMOCING ent tise Mee ae. — 356 

trade in outstandings.............. — §/ 

COLG) >. Se RS 857 

PULCIOR SeCULINGS aire ne brane eater — 432 
BilOvrersong-terim Capital. 2a) nee kd 308 
Tota lOne-telny ca 0ital occa ees oes oe ened. 15347 

















of the year they dropped off. For the year as a whole, placements by borrowers 
other than the Government of Canada reached about $525 million, $200 million 


more than in 1968. 


During the first part of 1969 costs to some Canadian issuers 


of long-term bonds were lower in the United States than in Canada and Canadian 
borrowers raised substantial amounts in New York. Late in the year, when 


GROSS NEW ISSUES OF CANADIAN BONDS 


SOLD TO NON-RESIDENTS 


(millions of dollars) 


1967 

To United States residents 
GOVeiitent Ob. CANAGd oa cae cnecn seats td 4 
OEE DOMOWECISy -eadiits Web Uae ols beeenet ie ade 1,210 
uP) (eerie Pv ier eal prea ee eine ane aes a * 1,214 

To other non-residents 

Goverment ionGanada. wee. ¢ cages Yee ees . ek 16 
DEDELTOROWEIS 9a 6 on ae NR ee 40 
TULA ST fee te ee Cae Mao cee cee 56 
Total aa ee ee eam og 1,270 
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costs of new borrowing in the United States market rose more rapidly than in 
Canada, Canadian sales declined somewhat though some borrowers still chose 
to borrow in the United States even at rates similar to or higher than those in 
Canada because funds were more readily available there. 


Short-term capital outflows in 1969 were nearly $200 million larger than in 
1968. Very high interest rates offered for funds placed on deposit in the United 
States and Europe attracted a heavy volume of short-term capital from Canada. 
On the other hand, yields on hedged short-term finance company paper in 
Canada were appreciably higher than those on comparable investments in the 
United States, and non-residents increased their holdings of this type of Canadian 
paper. The balancing item in the balance of payments statistics, which is the 
difference between the direct estimates of the current and capital accounts, 
is included with other short-term capital outflows although it may represent 
unidentified net current payments or unidentified long-term capital outflows; 
unidentified net payments to non-residents were very large in 1967 and 1968 
but were much smaller in 1969. 


SHORT-TERM CAPITAL FLOWS 


(millions of dollars) 


1967 1968 1969 
Canadian treasury bills and short-term paper........ — 39 — 80 248 
Resident holdings of foreign bank balances 
and other short-term funds abroad............... — 284 — 409 — 1,609 
All other short-term capital 
(including balancing (tem). 2. scqsuctucnwokmen ace —505 — 692 — 4 
otal short-term. capitals ye ae ee — 828 —1,181 — 1,375 


One of the main channels for the international flow of short-term capital is 
the foreign currency operations of the Canadian chartered banks. The banks’ 
net foreign currency liabilities to Canadian residents rose by over $1,000 
million in 1969, mainly through a rapid build-up of “swapped” deposits in 
response to the very sharp rise in external interest rates; this build-up of “swap- 
ped” deposits was halted by the temporary ceiling arranged in July. The banks’ 
foreign currency claims on non-residents, chiefly in the United States, rose by 
$500 million and there was a $500 million reduction in their own net foreign 
currency positions. 
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CANADIAN CHARTERED BANKS 
HEAD OFFICES AND BRANCHESEIIN CANADA 
NET CHANGES IN FOREIGN CURRENCY ASSETS AND LIABILITIES 


(millions of dollars) 








Feb. 1968 
1967 1968 1969 to Dec. 1969 
With non-residents 
United States residents 
RP SA ERI en erie ROE C1 264 137 811 1,128 
UTA IRIGS Setar iirc octets cenie aie 75 — 302 338 151 
Net geaeh ane te Bort «teats fe Ah SESE 189 438 473 977 
Other non-residents 
SOLS ee i wt ae ee es 330 624 1,401 1,893 
PV ABIITCS 7 ieee ote ic: hatin los 153 687 1,356 2,041 
Eg ee predate Bolg ed en 177 — 63 45 — 148 
Total 
Renate. eismrecet by Je eS 5 ode te 594 761 2,213 3,021 
Di abtiti GS cee ein eee en eee 228 385 1,694 2,192 
Net claims on non-residents....... 366 3/5 519 829 
With Canadian residents 
) ACOEN doen app Rae oe ee —112 eo. 214 136 
rapileS ores sede ey secs a oe 332 85 1,246 1,278 
Nets oy. et Se Fe sehen eee — 444 — 139 ~~ 1,033 — 1,142 
Chartered banks’ own net position..... — 78 236 — 514 — 312 








The chartered banks continued to operate under the guidelines issued in 
the spring of 1968 which were designed to ensure that their foreign currency 
operations would not provide a channel for the flow of funds from Canada or 
the United States to other countries. The data in the final column of the table 
above show that at the end of 1969 the banks had borrowed $148 million more 
than they had invested in overseas countries since the reference date for the 
guidelines, February 29, 1968. 

Demand for Canadian dollars in the foreign exchange markets remained 
strong in 1969. The spot rate for the U.S. dollar in Canada fluctuated close 
to the bottom of the permitted range at the start of the year, drifted up to 


an 


U.S. DOLLAR IN CANADIAN FUNDS the parity level in the early summer 
PONE Ra US OUE and moved down to close to the bot- 

1.09 SrOr nate 09 tom of the range again by year-end. 
The forward exchange rate for the 
U.S. dollar in Canada was at a very 
small premium at the beginning of 
the year but moved to a substantial 
discount around mid-year. The dis- 
Wyemiuny Above Ws Saas count on 90-day forward U.S. dollars 
| | reached a peak yield of 1.89 per cent 
per annum in June. Thereafter, as the 
spot rate on the U.S. dollar declined 

Ee e sas ee the forward discount narrowed and 

1. Expressed as a per cent per annum. in early 1970 the forward rate was at 
a small premium again. 

Canada’s official international reserves were recently redefined by the 
Minister of Finance to include (in addition to gold and U.S. dollars) other 
convertible currencies, Canada’s reserve position in the International Monetary 
Fund and Special Drawing Rights. On January 1, 1970 Canada received 
Special Drawing Rights valued at U.S. $124.3 million as its share in the first 
creation of SDRs and during January and February additional SDRs amounting 
to U.S. $8.0 million were transferred to Canada. 





90-DAY FORWARD DIFFERENTIAL! 





OFFICIAL INTERNATIONAL RESERVES 
(month-ends, millions of U.S. dollars) 





Dec. Dec. Dec. Feb. 
geek nee cou acie 
Foreign currencies 
US COATS Sota b meeetaben tulle cee 1255.2 1,964.9 1,743.6 1,898.3 
OUIEENTFENCIEST NO dose cada, 13.4 11.6 12.3 12.8 
OLD Smet eae Wrcamaner te mer igs ty 8 AO ye 1,014.9 863.1 872.3 879.1 
Special Drawing Rights............... - ~ = 2.3 
Reserve position in the IMF........... 433.4 206.2 478.1 501.4 
Total official international reserves .... 2,716.9 3,045.8 3,106.3 3,423.9 
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APPENDIX TABLE | 


BANK OF CANADA NET TRANSACTIONS IN GOVERNMENT OF CANADA 
SECURITIES IN 1969 





(delivered basis — par value in millions of doflars) 


Net purchases from (+) or net sales to (—) investment dealers and banks 








Se det ae A ae Sub-total Securities 
DAH Slinuereintes a toil’ Tie years ett hedasy et PRIA 
SaQ eee ee oa — 15 — | - - ~ — 16 = 
Feb — 106 ~ - - - — 106 ~ 
ELE aN 2, Rens + 6 - - - — + 6 - 
ALi act nea +26 + 54 — 37 ~ ~ + 43 - 
Wav ioe ke — 48 + 40 +19 +11 - + 23 a 
HUNG. ee red ae + 14 “fu, 6 = 2 = sows +32 
JGlyici 2 se eee +40 + 22 ~ —11 - + 51 —2]7 
Pale tee Ee ae - + 9 - — 3 - + 6 — 5 
Se pte eet ees + 49 ~ - — ~ + 49 - 
L(G RRO a 9 ae ees + 26 — 12 + 2 - - + 16 + 38 
i) Pe, a neg ee + 36 ~ - - ~ + 36 — 38 
DB traps OM ee oe ae + 44 ~ - - ~ + 44 +37 
LOLA ad pak ea + 71 +120 —16 —4 ~ +172 +37 


(1) Classified by years to maturity at time of transaction. 
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Net transactions with Government and other client accounts 
Net purchases from (+-) or net sales to (—) 





Purchases aS Gn a Net change in holdings of 
fee funtioatisldinee  dutcconentarct |e anicilen nee ek etic hein one 

bills “bonds “bills honds| «bills bonds billa_—sbonds total 
+ 49 —) 2 —20 ~ — 48 — 2 — 33 — 6 — 39 
+ 34 - +20 — 40 — 25 — 1 — /] — 4] —117 
+ 26 - - + 40 — 22 — 1 + 9 + 39 + 48 
+ 56 + 99 - — 15 — 29 — 5 + 53 + 36 + 88 
— 19 - - ~ — 145 — 3 —112 + 67 — 45 
+ 19 - - - — 43 — 3 + 15 + ll + 25 
+ 74 — 20 - — — 30 —14 + 60 — 26 + 34 
+ 35 + 75 - — 1§ — 32 — 1 + 2 + 1 + 3 
+ 9 - - ~ — 25 — 2 + 33 — 2 + 31 
— 7] + ll - - — 3] — 4 — 5/7 + 4 — 53 
+102 - ~ _ — 48 — 3 + 58 — 10 + 49 
+ 44 + 48 - - — 24 —4 + 76 + 69 +145 
+351 +212 _ — 150 —407 — 43 + 27 +144 +170 
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APPENDIX TABLE I! 


BANK OF CANADA ASSETS AND LIABILITIES 
(monthly changes — millions of dollars) 


Government 
of Canada 


securities at currency 


book value 
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Net 
foreign 


assets 


— 3 


Investment 
mn 
[IDB 


All 
other 
assets 


(met) 


— 43 


Note 
circulation 


— 230 
— 4 
+ 57 
+ 59 
+ 28 
+113 
+ 26 
— 18 





Canadian dollar deposit 


banks 


| 
for) 


liabilities 


Chartered Government 
of Canada 


+158 


+ 


+ 


86 
93 
61 


Other 





+ 6 
— 8 
— 1 


APPENDIX TABLE II! 


GOVERNMENT OF CANADA FINANCIAL ACCOUNTS 
(millions of dollars) 


Calendar Calendar Calendar 
196 1968 1969 





Pecucgetary surplus {—) OF Cenc (8 vines nc ee cuee ssn 678 fey — 609 
Adjustments for national accounts basis: 
Funds borrowed (— ) from: 


Public service Superannuation accounts.................. — 432 — 508 — 591 
Unemployment insurance and old age security funds...... —119 — 8/ —131 

All other adjustments to national accounts basis (net)....... 129 28 731¢@ 

2. National accounts basis surplus (—) or deficit.............. 256 165 — 660 

3. Increase in major loans and advances to: 

Central Mortgage and Housing Corporation............... 678 394 468 
POM edi OLUOLAON tL! me Ser dy > eo cea adn Sul eat 168 ie 96 

CNR (incl. Air Canada, excl. debt refunding).............. 124 130 116 
Export Development Corporation........................ 28 42 30 
Municipal Development and Loan Fund.................. 66 7 — | 
NELCEANS hand ACL EUnet set ure aad ur ca ccus 2 60 51 ao 

1967 World Exhibition (incl. guaranteed notes)............ 68 8 = 
NAA GOvernmenta ye er eee) ey re ae — 13 61 37 
PIOVINCIALSOVERIINGNIS + vite waren e crc tn ee 10 61 23 
Mar apt PROS Ganye RUN Gp ae ee On alee ae arene ee nN 46 46 40 
STC CLE Raeah Oe Gee EE RE ree 2 Ret een <A ee e230 931 863 


4. Canadian dollars required to finance increase in Government's 
toreign currency assets (or reduction in liabilities): 


Advances tone. Exchangerund.)..:.. 205.00 (oa. ences 147 529 —207 
Holdings of IBRD and Columbia River Treaty bonds....... — 12 — 78 — 32 
Subscriptions and advances to international agencies...... 19 30 30 
Foreign-pay securities (outside Gov’t accounts)........... 45 — 266 — j4 
Demand notes payable to international agencies........... Z —229 229 

DUDE OL AIR rs ae eee ean ike ee mye de 201 — 14 6 


5. Funds required for net increase in other assets or reduction 
in other liabilities@: 


Rennes DieICOLBDOrAtiON: (aX f052 0) a xual. freuen oes — 106 82 110 
Excess of accrued corporation income tax over collections®. —175 56 — 759 
Alvother assets and liapiities neo sentence a. munch cen —135 —171 — ge 

Sat GtRe vets crete eaten an er tn A ete cles —416 — 33 — 668° 


6. Total Canadian dollar financing requirements (sum of 
ens es eean OR: ann. Lo ota ase nae in aebe wikia a: V215 1,049 — 399 


7. Total Canadian dollar financing requirements were met by: 
Increase (+) in Canadian dollar securities outside 


GOVETN en a eCOUMt Secor csc Stet wos Emenee Catt ue he ees 978 1,109 276 
Reduction (+-) in Canadian dollar cash balances.......... 298 — 60 — 675 
OLA Cee LENG ene Wear Ph LAN ak a eee eh Uy, 1206 1,049 — 399 

e: Estimate. 


(1) Apart from those shown in Item 7. 
(2) A contra amount is included in “All other adjustments to national accounts basis (net)’’ shewn in Item 1. 
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BANK OF CANADA STATEMENT OF INCOME AND EXPENSES 


(thousands of dollars) 


Income 


On investments (including deposits)....................... 


IOLNOL INCOM Se be ere oan es ney eae oe Soa 


LOTaMCOING Ret oa ee ee ee re hoy ae 


Operating Expenses 


SSS PUTO Co UES ARO ee Als ra ETERS at ea 
Bank contributions to pension and insurance funds..... 

OTnGtastanl. EXDENSCS) MS occas doe ore tn Sone oad nieos 
DIGCIOISRICOS® es: Manure gk i kU ee aa tele vista fant 
Aliditorsetees and Oxpenses....... ++ cuss nse ss cpe ve nwh wale 
Taxes (municipal and business)....................0.00008 
RCMP guards and electric protection...................... 
Ba NOLe COSKS eke oe oa wt > tine eae | oe 
Data processing and computer costs....................055 
Other equipment and premises (net)...................... 
PLIES OF DUDHCOUONS Sc) wit wicalwvee ace aes Meer ein as 
Other printing and Stationery... aes cones her ose 
BOSta gran OXDleSS accent i ne hoi eh ahere SeNEAe 
TOLEDNONGS ANG: LElCRT ANS <5 cc ss ees a cote A sD kree 
PV AVL ANG ALANSICEOXDONSO 2s oc. 5. «cis, cancrvnevaveivis vienna eociwvabes 
Interest paid on unclaimed balances....................... 


PIGOLHOROXDENSES San ep ae acca Joins cox ce hc eaare RAs 


TOtal. ODOraunS-CXDENSES wee. h asus us oe he ie es seasons 


Depreciation on Buildings and Equipment 


Net Income Paid to Receiver General for Canada 


(1) The number of staff averaged 1,065 in 1969 and 1,045 in 1968. 
(2) Includes overtime pay, medical services and cafeteria expense. 


1969 


247,223 
227 


247,450 


6,899 
715 
469 


104 
L377 


5,043 


270 


17,800 


915 
228,735 


247,450 











1,306 
225 
4,939 
344 
706 
107 
292 
259 
219 
206 
68 
297 


16,349 


998 
186,155 


203,502 








BANK GF CANADA © STATEME! 





ASSETS 
1969 
Deposits payable in foreign currencies ee 
Pounds sterling and U.S.A. dollars....................-000- $ 79,134,263 
DUNG CUM CHCIOS. ewe c tt ae adr be aie ee Argh, 246,712 
79,380,975 
Cheques on other banks... 00...) eee eee 88,924,104 
Advances to chartered and savings banks... ............... 900,000 
Accrued interest on investments. ......................... 60,416,497 
Bilis bought in open market, not including 
SLCASUry (DING, AL COREE i cn Ua oo hay ot oat cen Gal as 2,580,060 
Investments — at amortized values 
PTCASURY DHS OU Galidila coat wuey Gace at tac eee bee 477,687,278 
Other securities issued or guaranteed by Canada 
maturing within three years... 2... 6002.5 00c0. eee cess 1,929,645,504 
Other securities issued or guaranteed by Canada 
Hot maturing Within three Years .o.00 00.08 deny ole cae 1,650,476,290 
Debentures issued by Industrial Development 
BOs HOt tie can Se ate Poet ys ameter 351,344,159 
Securities issued by the United Kingdom and 
the United States of America 


4,490,385,991 


industrial Development Bank 


Total issued share capital at cost — Note................... 52,000,000 


Bank premises 
Land, buildings and equipment 


Cost less accumulated depreciation....................... 24,152,007 


Net balance cf Government of Canada 
collections and payments in process of settlement 


Other assets 1,401,355 


$4,888,305,825 


Eran Ih ei a eens ere 81,232,760 


oe eee ce: 88,164,836 


1968 


S (95,760,092 
156,521 


95)921;573 
152,236,827 


5,000,000 


50,940,327 


453,368,678 
1,540,915,405 
1,890,338,307 

305,041,830 


10,752,213 


4 200,416,433 


49,000,000 


22,150,087 


98,183,461 


1,716,238 


$4,635,564,946 








Note: The audited financial statements of the Industrial Development Bank as of September 30, 1969 show an equity of $71,740,093 


at which date the Bank of Canada’s investment was $51,000,000. 


L. RASMINSKY, Governor A. J. NORTON, Chief Accountant 


Ottawa, January 26, 1970 
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ASSETS AND LIABILITIES 
SS SESS SSS SS SS SASS SS SSE STP SA AS SS SL RS SS LOLI) 


AS AT DECEMBER 31, 1969 
(with comparative figures as at December 31, 1968) 


LIABILITIES 


1969 1968 

CApIEAIT Data ip n |. eeu ne itene ae ba wise Ou hahah $ 5,000,000 $ 5,000,000 
WE OSE CRCOENGE Sete erg ie eae ae SS ulig aie GE Heed eee 25,000,000 25,000,000 
Notes Jn clectlation::) J fo. 3. Moni POM eo ait lh 3,446,175,525 3,229,211,295 
Depesits 

GOVGT ION Ol can AG a tec new or AG mala ctiieke § xc eae: 80,930,542 47,447,900 

GiartOredrOankS sere cere mec tae iin one L Aes ae Ras 1,108,815,234 1,114°326:553 

LAY irr coepallad  Rar aaanc ag Ole Ue A re at es 42,030,347 38,380,403 


1,231,776,123 1,200,154,856 


Liabilities payable in foreign currencies 


Mo Goverment: Canada nc.) ah ce oe ee 22,688,142 26,983,626 
LOOUICIS hs As io sR aes ci aA Meas 2s Sh ee ae 953,270 1,301,224 


23,641,412 28,284,850 
Bank of Canada cheques outstanding. .................... 1552021597 146,459,854 


Other tMablittios | oo... BAShs, AA ee. ae 1,691,168 1,454,091 


$4,888,305,825  $4,635,564,946 


Auditers’ Report o We have examined the statement of assets and liabilities of the Bank of Canada as at December 31, 1969. 
Our examination included a general review of the accounting procedures and such tests of accounting records and other supporting 
evidence as we considered necessary in the circumstances. In our opinion the accompanying statement of assets and liabilities 
presents fairly the financial position of the Bank as at December 31, 1969. 


JACQUES RENE DE COTRET. CA, T. C. KINNEAR, F.C.A. 
of René de Cotret & Cie. ef Price Waterhouse & Co. 
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Some Highlights of the Year 


In the year 1970 a considerable measure of success was achieved in 
moderating the rise in prices in Canada, but the increase in employment and 
output fell well short of our potential. On the external side, the year was 
marked by continued inflation in overseas countries and the United States, a 
major increase in our external trade surplus, rapidly declining interest rates in 
most international financial markets, a large increase in Canada’s foreign ex- 
change reserves, and a rise in the value of the Canadian dollar in the exchange 
market. These internal and external developments all had important conse- 
quences for the conduct of monetary policy in Canada. 

Total output continued to grow in Canada, in contrast to the situation in 
the United States where there was no growth in 1970, but the pace of growth 
was too slow to provide enough jobs for the expanding labour force. Though 
output increased by some 3 per cent in the course of 1970 and employment by 
some 2 per cent, the seasonally adjusted unemployment rate rose from about 
5 per cent at the end of 1969 to about 634 per cent by the end of the summer. 
During the last quarter of 1970 and the early months of 1971 there were distinct 
signs of an acceleration in the underlying rate of growth of the economy and the 
seasonally adjusted unemployment rate fell to 6.2 per cent in January of this 
year. ‘The impact of winter on economic activity resulted in a seasonal rise in 
the actual number of people unemployed, which reached 668 thousand in 
January 1971. This level of unemployment has caused deep and universal 
concern and the situation has been particularly worrying in parts of the country 
which chronically suffer from relatively high unemployment rates. 

From the end of 1969 to the end of 1970 the Consumer Price Index rose 
by 1% per cent compared with an average of more than 4% per cent in the 
three previous years; excluding food, where there were some special and perhaps 
temporary price declines, the increase in prices in 1970 was about 314 per cent, 
a more modest but still significant improvement. In general our record was 
better in this respect than that of other industrial countries, including the United 
States where the rise in consumer prices was 514 per cent. However, under- 
lying cost factors, particularly wage and salary increases greatly in excess of 
productivity gains, continue to pose a threat to the durability of this achievement. 


The major adjustments in Canada’s external position are referred to in 
greater detail below. In particular, there was a sudden swing from a large 
deficit to a large surplus on current account, and an exchange inflow of a magni- 
tude that became progressively harder to deal with. The rise in the value of 
the Canadian dollar that followed the temporary abandonment of its fixed parity 
contributed to the moderation of price increases but had a severe impact on the 
export sector of Canadian industry and on those industries which compete 
with imports. 


MONETARY POLICY 


Monetary policy was relaxed substantially in 1970. During the first quarter 
of the year, the Bank of Canada shifted the main thrust of its operations away 
from maintaining the tight credit conditions that had been directed towards help- 
ing to control inflation and brought about a progressive easing of credit con- 
ditions. This change in monetary policy, which expressed itself in the course 
of the year in a marked reduction of interest rates and the easier availability of 
credit, was responsive to developments both at home and abroad. It was 
accompanied by a similar shift in the direction of fiscal policy. 

In Canada, aggregate demand pressure in the economy had lessened by the 
early part of 1970 to the point where it was reasonable to expect that inflation 
would subside. The amount of slack in the economy was increasing and the 
price performance was beginning to improve. There was no immediate evidence 
of better cost performance but the Bank of Canada had to take into account 
the time lags involved before changes in monetary policy would have their impact 
on the economy. The change in monetary policy early in 1970 was based on 
the view that, while more expansionary policies were encouraging a more rapid 
growth of output and employment, the change in market conditions would con- 
tinue to exert a moderating influence on prices and costs. 

The extent and the timing of the change in monetary policy were also 
influenced in important measure by the strengthening of Canada’s international 
payments position. The rapid shift of the current account to a position of sub- 
stantial surplus removed the need which had existed for many years to maintain 
interest rate levels high enough to attract a net inflow of capital to cover the 
current account deficit. Indeed, with the sharp buildup in exchange reserves 
that occurred in the early part of the year it became desirable to try to avoid 
interest rates that provided an incentive for inflows of funds. An important 
related factor contributing to the easing of credit conditions in Canada was the 
declining trend of interest rates in the United States and in the Euro-dollar 
market which got underway at the beginning of 1970. 
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As was noted above, the strength of the balance-of-payments position and 
the consequent rapid increase in the exchange reserves in the first five months of 
the year led to the decision of the Government at the end of May to cease, for the 
time being, purchasing enough U.S. dollars to keep the exchange rate of the 
Canadian dollar in the market from exceeding its parity limits, and the Canadian 
dollar appreciated. In view of the continued undesirability of a large inflow of 
capital, both the Minister of Finance and the Bank of Canada attempted to 
reinforce the effect of declining interest rates in Canada by asking Canadian 
borrowers to explore very carefully the possibilities of doing their necessary 
financing in Canadian markets before they had recourse to borrowing abroad. 
Since the first quarter of 1970 the use of external markets has fallen to a low 
level and this has been a helpful development. 

During 1970, beginning with the March budget, fiscal policy shifted to 
become strongly expansionary, and this shift, as well as the addition to exchange 
reserves, had important consequences on the monetary situation. Budgetary 
and non-budgetary changes in the course of the year, together with the amount 
of $1.6 billion required over the year to finance the substantial addition to ex- 
change reserves, led to a sharp increase in the cash requirements of the Govern- 
ment and a consequent expansion in the amount of Government borrowing. 
The total increase in 1970 in the amount of Canadian dollar Government 
securities held outside Government accounts was $2 billion; $700 million was 
raised through Canada Savings Bonds and the remainder, $1.3 billion, through 
market issues. 

This large increase in the amount of Government securities outstanding 
was a major factor in the increase in chartered bank liquidity: the banks’ 
holdings of such securities rose by $1.5 billion over the year, and their total 
Canadian liquid assets grew by $1.8 billion. This provides a good example of the 
important influence on monetary developments of the fiscal position of the Gov- 
ernment and the foreign exchange position. Although the central bank has 
the power, through its management of the cash reserves, to control the capacity 
of the banking system to acquire and hold Government securities, it cannot 
avoid being concerned with the magnitude of the increases in interest rates that 
would be required to alter substantially the willingness of non-bank investors 
to hold Government securities. The reason for this concern is that such changes 
in interest rates have broad economic effects, including effects on the exchange 
market. In practice, there tends to be a significant relationship between large 
changes in the outstanding supply of Government market issues and changes in 
chartered bank holdings and thus in chartered bank liquidity. In the circum- 
stances of 1970, the large increase in bank liquidity resulting from the expansion 
of the public debt was not inappropriate, but it follows that under different 
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circumstances both fiscal and monetary policy should be adjusting to the change 
in the situation. I return to this subject in the section which follows on the mix 
of financial policy. 

The way in which monetary policy and credit conditions developed over the 
year is described in some detail in a later section on Financial Developments. 
Interest rates declined from the beginning of the year, at first mainly under the 
influence of a downward movement outside Canada. Short-term interest rates 
are, in general, more than 3 percentage points lower than at the beginning of 
1970. The Bank Rate was reduced from 8 per cent to 6 per cent in four steps 
of 12 per cent between mid-May and mid-November and then to 5% per cent in 
two steps in February 1971. Over the period as a whole yields on long-term 
Government of Canada bonds came down 1 to 1% percentage points. There 
were also substantial reductions in the cost of long-term borrowing by provinces, 
municipalities and corporations and, to a lesser extent, in mortgage rates. 


Total bank assets rose by 914 per cent in 1970 compared with 5 per cent in 
1969. The growth of privately-held currency and Canadian dollar bank deposits 
of all types accelerated after the first quarter of 1970. Over the year as a whole 
it rose by 11 per cent compared with 31% per cent in the previous year. This 
change should not be compared, as it sometimes is, with changes in the “money 
supply” in the United States which is normally calculated on a much narrower 
definition, namely privately-held currency and demand deposits; on this narrower 
definition, the increase in Canada in 1970 was 512 per cent compared with 4 per 
cent in 1969. The liquidity of the banking system reached its low point at the 
end of February 1970, and rose quickly thereafter; around mid-year the chartered 
banks were liquid enough to become willing lenders, and personal loans increased 
rapidly although business loans expanded only moderately for some months. In 
the domestic bond market, the availability of funds increased very greatly as 
expectations of somewhat lower levels of long-term interest rates developed, and 
a remarkable volume of new long-term bond issues has been absorbed over the 
last six months. 


THE MIX OF FINANCIAL POLICY 


Since both fiscal policy and monetary policy can influence the level of total 
expenditure within the economy it is possible to use them in different combina- 
tions to have a given effect on total spending. But the two policies work in 
different ways, and alternative combinations that have an identical effect on total 
expenditure will have very different effects on particular sectors of the economy. 
This is so because, among other things, they give rise to different levels of interest 
rates, with differing effects on elements sensitive to interest rates such as privately- 
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financed housing activity, flows of capital into and out of Canada, the exchange 
market and the international reserves. Clearly, finding the right mix is a very 
important part of the task of trying to achieve simultaneously the desired per- 
formance of the economy in respect of its internal and external objectives. 

A good mix of policy is not in practice easy to achieve. It is difficult to 
determine exactly what contribution each policy can make to the objectives 
sought, and what will be the time lags involved. In the shift of policy towards 
encouraging a higher rate of economic expansion last year, it was not possible to 
determine the precise portion of the job that would be done by the easing of 
credit and the portion to be achieved through fiscal policy. Serious difficulties 
arise, however, if a good balance is not maintained and it is essential that the mix 
of policy be reviewed as economic circumstances change. When, for example, 
the rate of economic growth is gathering momentum after a period of financial 
stimulus and the level of aggregate demand is threatening to become excessive, it 
is important that there be timely adjustments in fiscal policy as in monetary 
policy. Otherwise monetary policy might be left to choose between two unsatis- 
factory courses. If it allowed a large part of any continued substantial Govern- 
ment borrowing requirements to be accommodated through the banking system 
this might involve the risk of a rate of monetary expansion that could lay the 
foundation for future inflation. On the other hand, if it did not do so, this might 
involve the risk of encouraging unduly high interest rates, excessive capital inflows 
and upward pressure on the exchange rate. 


When, as is usual, a country is maintaining a fixed exchange parity, appro- 
priate adjustments of the mix of financial policy are clearly required to resolve 
conflicts that may arise between the policies needed to maintain the exchange 
rate and those needed for internal reasons. When the exchange rate is left free 
to move it might appear that the possibility of such problems is thereby eliminated. 
This is not so. It would be so only if the level of the exchange rate were of no 
consequence to the well-being of the economy, and this is clearly not the case. 

The exchange rate is a very important price in a country that trades with 
the outside world on the scale that Canada does: changes in it have important 
effects on the level and nature of economic activity in Canada, particularly on the 
position of industries that export and that compete with imports. It is not 
therefore possible to ignore it, even when it floats. Public financial management 
must continue to be concerned that the exchange rate is broadly suitable to the 
development of Canada’s international trade, and compatible with the desired 
structure of our balance of payments, in particular the size of the balance on 
current account. It is therefore still necessary to seek a mix of fiscal and 
monetary policy which encourages levels of interest rates in Canada that are 
consistent with the exchange rate staying within a suitable range. The 
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exchange rate is of course also much affected by what happens outside of Canada, 
and there may on occasion be severe limitations on the ability of Canadian finan- 
cial policy to keep the exchange rate within a suitable range. Nevertheless, if 
the exchange rate moves or threatens to move outside that range it will be prudent 
to review the mix of financial policy in Canada to see if some other mix would 
be more appropriate. Whether it will be monetary policy or fiscal policy or both 
that will need to be changed will depend on the circumstances. 


SOME PROBLEMS OF ECONOMIC POLICY 


The fundamental difficulties encountered by economic policy in seeking to 
maintain a high and sustained rate of growth of employment and output have 
been dramatically demonstrated by the experience of recent years. We have 
seen how firmly inflationary expectations become embedded after some years of 
significant price rise and how much more difficult it is to deal with the problem 
of inflation once it gets entrenched. At the same time we have seen how painful 
are the temporary effects of anti-inflationary policies, in the form of the hardship 
suffered by those who become unemployed and in the loss of output for the 
whole economy. 

In my opinion there was no realistic alternative to endeavouring to bring 
inflation under control in the interest of maximizing economic growth over the 
longer run. This view is not based on any single-minded dedication to price 
stability as an end in itself but on the conviction that without it we will not be able 
to attain our potential output, employment and living standards in the future. 


If the price and cost performance of the economy had been more responsive 
to the economic climate, financial restraints could have been eased earlier and 
unemployment and loss of output would have been less. As it was, these 
restraints began to be relaxed when the pressure on resources had eased but 
before any real evidence of an improvement in the trend of costs had emerged. 
On the basis of past experience there was reason to expect that wage and salary 
increases would moderate as price increases moderated and as the economy 
operated for a time below its potential. However, significant changes have been 
taking place in our society and in our economic institutions, and a repetition of 
this historical response is not completely certain. Some risks of a resumption 
of price inflation are being run, and it will be necessary for economic policy to 
continue to be vigilant. Success in achieving our objectives depends heavily on 
the moderation of cost increases in Canada and of course on reasonably favour- 
able developments abroad. 

Looking at the problem of maintaining sustained growth more generally, 
experience in recent years has clearly revealed the dilemma confronting economic 
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policy in Canada. Most Canadians appear to want a relatively free economy in 
which a wide measure of choice in regard to their own economic decisions is 
possible for individuals and business, in which prices and incomes are determined 
not by governmental edict but by market forces and collective bargaining, and in 
which there is stability in the value of money. At the same time they want 
an economy which operates practically at full stretch all the time. In such an 
economy the unutilized supply of labour and productive capacity would be very 
scarce and the danger of inflation would be ever-present. Some margin is clearly 
necessary if there is to be any hope of avoiding bottlenecks and shortages that 
force up prices; nor is it realistic to suppose that general financial policies are 
capable of being so finely tuned that there will always be precisely the minimum 
amount of slack in the system necessary to keep inflationary pressures in check, 
never more and never less. Even with much greater knowledge than we now 
have about the impact of such general policies and of the time lags which are 
involved in the operation of the system, the objective of operating the economy 
continuously at full potential without inflation is an extremely ambitious one. 

Over a period of time, a major contribution can be made to better economic 
performance by policies directed towards improving the quality and mobility of 
our resources, including our human resources; towards increasing competition 
and ensuring the proper functioning of markets; and towards reducing regional 
disparities. These policies are extremely important for the long run and should 
be pursued vigorously and continuously in order to strengthen the underlying 
structure of our economy. It is mainly to them that we must look for improve- 
ments in productivity and for the scope to utilize continuously a higher proportion 
of our manpower and other resources. But these policies cannot make a major 
difference in the short run to the balance between supply and demand in the 
economy. The policy options open to us to cope with recurring problems of 
unemployment and inflation without substantially altering the market-oriented 
nature of our economy are primarily those that involve the management of aggre- 
gate demand through fiscal and monetary policies. 

One could theoretically conceive of using fiscal and monetary policies to 
keep the economy growing, but on a path so far below its potential—that is, with 
so much slack—that any possibility of generating inflationary pressures domes- 
tically would always be avoided. It goes without saying that an approach that 
relies on continuously high levels of unemployment must be rejected. 

At the other end of the spectrum, the use of demand management policies 
in a way which encourages or tolerates continuous inflation is certainly no answer 
to the problem of maintaining employment over a period of time. On other 
occasions I have dealt at length with my reasons for this view and I need not 
cover that ground again in detail here. It is enough to say that as inflation 
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becomes entrenched in public expectations it inevitably tends to gather mo- 
mentum, and the fiscal and monetary policies necessary to keep it from doing 
so are bound to involve at least as great a loss of real output and as much 
unemployment as the policies that would have been necessary to check it in the 
first place; and in the meantime there is the risk of inflation getting out of hand. 


Between these extremes and within a market framework, we can continue to 
attempt to operate fiscal and monetary policies in a way which will maximize 
durable growth and employment while maintaining reasonable price stability. 
Although the results of this approach have been unsatisfactory in some periods, 
we should remember that our average economic performance over the couple of 
decades in which it has been tried has been much better than it was earlier in our 
history. One lesson to be learned from experience is the importance of avoiding 
overloading the economy in the first place; we should not set such unrealistically 
ambitious short-run targets for economic performance that they cannot be reached 
without setting in train a whole series of inflationary developments. 


It is my belief that this approach to demand management can be made to 
work well. It does require the efficient operation of competitive markets and 
its chances of success will therefore be greatly improved if those who find them- 
selves in a position, even temporarily, of being able to exercise substantial market 
power show reasonable restraint. Above all, if this approach is to work well it 
will require widespread public understanding and support. 

The Prices and Incomes Commission made a serious effort to encourage 
restraint in the determination of prices and incomes in order to supplement fiscal 
and monetary policies and to mitigate some of their painful effects. Although 
the Commission did not obtain the widespread co-operation that it sought, I 
believe that it made an important contribution to the improved price performance 
of the economy. We must, I think, continue to promote discussion and under- 
standing of the close inter-relationships between prices and incomes and of the 
potential benefits to be derived by all groups in our society from the exercise 
of restraint in the use of market power. Even though efforts in this direction 
may be slow to yield positive results, they are basic to the problem of bringing 
the common interest to bear on the process of price and income determination. 

In the preceding paragraphs I have been discussing some broad questions 
of policy, taking for granted the institutional framework of a market economy. 
There are approaches outside this framework involving, for example, resort to 
direct controls on wages and prices or other fundamental changes in traditional 
methods of determining incomes and prices. Although a move in this direction 
would not eliminate the need for appropriate fiscal and monetary policies, the 
basic issues that arise go well beyond the economic field, and I confine myself 
here to the obvious comment that these alternative approaches are not without 
serious problems of their own. 
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I may note in concluding these observations that other industrial countries 
have the same basic problem regarding growth, employment and inflation that 
we have, and their experience confirms that no way has yet been found of bring- 
ing inflation under control painlessly. The problem is central to all market- 
oriented economies, and even countries with very authoritarian forms of govern- 
ment are not immune. The fact that so far most countries have not been 
successful in bringing the present inflation under control to a greater degree must 
be a matter of serious concern to us. However, this does not relieve us in 
Canada of the need to try to manage our affairs as well as we can. In the 
difficult circumstances of the past year we have been reasonably successful at 
reducing the rate of price inflation while at the same time some economic growth 
has continued. It should be our aim in 1971 to combine greater expansion of 
employment and output with continued moderation of prices and costs. 
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The International Environment 


World trade continued to grow strongly in 1970. The demand for imported 
goods in the United States remained surprisingly high considering the relatively 
slow rate of growth of total income in that country, and at the same time imports 
by overseas countries continued to increase rapidly. However, the rate of 
inflation in the major industrialized countries rose and was increasingly reflected 
in the prices of goods entering world trade. 

There was a striking degree of similarity in the trends of costs and prices in 
the industrialized countries in 1970 but there was a considerable difference in 
their rates of growth of output. The contrast was particularly marked between 
the United States and the overseas industrialized countries. 


UNITED STATES 


For several years the United States has been engaged in an effort to moderate 
cost and price inflation and to strengthen the balance of international payments. 
The strategy adopted early in 1969 was first to moderate the rate of growth in 
demand by policies of financial restraint without inducing a business recession, 
and then, after a period of slow economic growth and easing pressure on resources 
—which was expected to restore cost and price stability and to improve the inter- 
national competitive position of the economy—to return gradually to full employ- 
ment levels of activity. 

By the beginning of 1970 it was becoming evident that a considerable 
moderation in demand was taking place and the restrictive stance of monetary 
and fiscal policy was eased. After increasing very little during the second half 
of 1969, currency and privately-held demand deposits (the most frequently used 
measure of the money supply in the United States) rose at an annual rate of 
6 per cent during the first quarter of 1970 and by about 5% per cent during the 
course of the year. Time deposits at commercial banks rose rapidly, especially 
after mid-year, and the total of currency and all privately-held commercial bank 
deposits rose almost 12 per cent during the year. The fiscal position of the 
Federal Government moved into deficit early in 1970, and was in substantial 
deficit for the remainder of the year. 
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As a result of the slowdown in economic growth and the resumption of 
monetary expansion, short-term interest rates in the United States have fallen 
dramatically. The yield on 91-day Treasury bills has dropped by about 4% 
percentage points since the beginning of 1970, and the prime rate charged by 
commercial banks was lowered from 814 per cent to 8 per cent early in the year, 
and since the end of the summer has fallen rapidly to 534 per cent in mid- 
February 1971. The Federal Reserve discount rate was reduced in five steps 
from 6 per cent early in November to 4% per cent in mid-February. Yields on 
long-term government and corporate issues remained high during most of the 
year, but then also moved sharply lower. 

Although Gross National Expenditure increased almost 5 per cent from 
1969 to 1970, the rise in prices exceeded the growth in total expenditures and in 
real terms output in 1970 was slightly less than in 1969. After a small decline in 
real GNP in the first quarter of 1970 output began to grow again as some sectors 
of the economy responded to the easing of financial policy. The process of 
recovery which seemed to have begun was, however, interrupted by a lengthy 
strike in the automobile industry and real output declined in the final quarter of 
the year. With the recovery of automobile production in December signs of 

renewed expansion began to appear. 

UNITED STATES Industrial production rose in both De- 

PRICES AND COSTS cember and January and the growth in 

personal income in this period was well 
above the monthly average for 1970. 
The seasonally adjusted unemployment 
rate rose to 6.2 per cent in December, 
but fell back to 6.0 per cent in January. 

While the United States authorities 
1 were successful in creating an economic 
climate which in the light of past experi- 
ence should have been conducive to the 
restoration of relative price stability, 
clear indications of a significant reduc- 
tion in the rate of price increase have 
been slow to emerge. As measured by the 
GNP deflator, prices increased just as 
much during the second half of 1970 as 
during the first half. However, there are 
signs of a slowing in some of the other 
broad price measures. The Consumer 
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figures preliminary. 
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the previous six months. 


A similar comparison for the Wholesale Price Index 


shows a more marked decline to a 114 per cent rate from 344 percent. Although 
a high rate of increase in wage rates has continued, there was a marked improve- 
ment in productivity in the second and third quarters and this gave rise to a 
substantial reduction in the rate of increase in labour costs per unit of output. 
The fourth quarter performance was adversely affected by the strike in the auto- 


mobile industry. 


Despite the slow growth of demand in the United States in 1970, merchan- 
dise imports rose steadily throughout the year, and by the fourth quarter were 


running 914 per cent higher than a year 
earlier—not much less than the increase 
during 1969. The increase was most 
pronounced in manufactured goods com- 
ing mainly from western Europe and 
Japan. Exports rose more strongly than 
imports in the first half of the year, and 
the trade surplus increased from an 
annual rate of $1.8 billion in the final 
quarter of 1969 to $3.3 billion in the 
second quarter of 1970. Thereafter ex- 
ports declined, due in part to the auto- 
mobile strike, and the trade surplus fell 
to a rate of about $0.5 billion in the 
fourth quarter of the year. For the year 
as a whole the trade surplus amounted 
to $2.2 billion compared with $0.6 
billion in 1969. It appears that there 
was a surplus on current account of 
about $14 billion in 1970 following two 
years of small deficits. By comparison 
the average current account surplus in 
the five years preceding 1968 was $3% 
billion. 
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DEVELOPMENTS IN OVERSEAS INDUSTRIALIZED COUNTRIES 


Economic activity in continental Europe, already at a high level in 1968, 
rose rapidly through 1969 and 1970. Some easing in the rate of real growth 
was evident in the latter half of 1970, but it appears generally to have been due 
more to limitations of existing capacity than to weakness in demand. 

The rate of inflation in continental Europe has been rising in recent years 
and it rose further in 1970. A very high level of demand has contributed greatly 
to the acceleration of costs and prices, wage settlements have increasingly 
exceeded the rise in productivity, and in some cases social unrest was an im- 
portant factor, as in France in 1968 and Italy in 1969. In the latter part of 1970 
the rate of increase in wages in nearly all countries was 10 per cent or more. In 
1970 all countries were pursuing policies of financial restraint in order to 
moderate the rate of price and cost inflation. Towards the end of the year 
monetary policies were eased somewhat but this seems to have been motivated 
primarily by a desire to restrain inflows of short-term funds arising from the 
decline in interest rates in the United States and in the Euro-dollar market. 


OVERSEAS INDUSTRIALIZED COUNTRIES 
OUTPUT AND PRICES 


Annual Percentage Increases 


Gross National Product Gross National Product 
Deflated Price Deflator 


FRANCE 


GERMANY 
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CONTINENTAL 
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The continued high level of domestic demand in continental Europe has 
resulted in a weakening of the foreign trade balances of most of these countries. 
Total imports rose by about 18 per cent in 1970 while exports increased by 
16 per cent. In France, however, since the devaluation in 1969 and the 
accompanying stabilization measures, the growth in imports has eased while 
exports have continued to increase rapidly. 


For several years policies in Britain have been directed towards achieving 
a level of economic activity which would encourage a reduction in price and cost 
inflation and a sustainable improvement in the balance of international payments. 
The substantial surplus on current account which emerged in 1969 was main- 
tained in 1970, despite a comparatively large increase in imports. During this 
period output grew only modestly and unemployment has been high by historical 
standards. Nevertheless, the rise of labour costs, though already high, ac- 
celerated appreciably during 1970, and the recent rate of increase in prices in 
Britain has been among the highest in the industrialized countries. 


In Japan the economic situation at the beginning of 1970 was broadly 
similar to that prevailing in continental Europe. Cost and price pressures had 
intensified in 1969 following several years of very rapid economic expansion, and 
policies to restrain demand were introduced. Output continued to rise strongly 
in early 1970. However, the rate of increase slowed somewhat as the year pro- 
gressed, and monetary policy began to ease. The rate of increase of consumer 
prices and wages has remained high. Japanese imports rose by about 25 per 
cent in 1970 and exports increased by about 20 per cent. 


INTERNATIONAL TRADE AND CAPITAL FLOWS 


The value of world trade appears to have risen by some 14 per cent in 1970, 
matching the exceptionally large increase in the previous year. ‘The growth in 
the trade of industrialized countries has already been noted. Both the exports 
and imports of the primary-producing countries also rose sharply, stimulated by 
the continued high levels of demand in industrialized countries. The growth in 
the value of world trade has, however, been increasingly due to higher prices; in 
volume terms the rate of growth in 1970 was slightly less than in 1969. The 
price of manufactured goods entering world trade increased by about 6 per cent, 
a reflection of the widespread price inflation in the industrialized countries. 
Primary commodity prices also rose strongly in the first part of 1970, but they 
weakened thereafter, and over the year they rose only about half as much as did 
those of manufactured goods. 
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WORLD TRADE 
Annual Percentage Change 


Value Price Volume Value 





Total Manufactured Goods Primary Goods 


Price Volume Value Price Volume 











1968 6970 686970 686970 68 69 70 
1970 figures preliminary. 
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The pattern of international flows of long-term capital changed appreciably 
from 1969 to 1970. There appears to have been a further increase in the net 
private outflow from the United States arising from an increase in direct invest- 


SHORT-TERM INTEREST RATES 
3-month Term 









F Per Cent (2 
| 
10 
at 8 
6 6 
ee United States\ 
Treasury Bills 
4 ia tee 4 
ft nt and German Interbank 
% Loan Rate 
aus 2 
oltihs tii 0 





1968 1969 1970 7 


ment abroad and a smaller inflow of 
foreign capital. The net outflow from 
Japan also increased in 1970 as a result 
of a decline in borrowing abroad and 
larger capital exports partly attributable 
to special government transactions. Net 
outflows from Europe fell sharply, re- 
flecting the relative tightness of credit 
conditions in several European countries. 
From Germany alone net flows of 
long-term capital to other countries de- 
clined from the equivalent of U.S. $6 
billion in 1969 to slightly more than 
U.S. $1 billion in 1970. Although the 
Euro-bond market remained very active, 
borrowing by non-Europeans in this 
market was much reduced, and their 
borrowings in domestic European capital 
markets also fell sharply. 

The direction of the main inter- 
national flows of short-term funds re- 
versed dramatically from 1969 to 1970. 
In 1969 U.S. monetary developments 
had led banks in the United States to 





























increase their borrowings in the Euro-dollar market by more than U.S. $814 
billion; this flow was reversed in 1970 and there were net repayments of 
some U.S. $6% billion. Interest rates in the Euro-dollar market declined 
sharply to levels below those generally prevailing in domestic European markets 
and made it attractive for Europeans to borrow in the Euro-dollar market rather 
than in their domestic markets. These circumstances made it very difficult for 
European authorities to maintain the degree of monetary restraint that they con- 
sidered appropriate to their economic situations. In a number of countries the 
authorities felt it necessary to resort to various special techniques to restrict 
international flows of funds in an effort to achieve some insulation from the 
decline in external interest rates. 


INTERNATIONAL MONETARY DEVELOPMENTS 


The total of international reserve assets held by national authorities rose 
very substantially during 1970; preliminary figures indicate an increase totalling 
the equivalent of almost U.S. $14 billion to about U.S. $91.5 billion, nearly 
18 per cent higher than at the end of 1969. Since such holdings had changed 
very little during 1969 the average annual increase over the past two years was 
about 9 per cent, a rate which considerably exceeds the historical trend. 


Although many countries added to their international reserves in 1970, a 
substantial part of the total increase was concentrated in a few countries. The 
six countries with the largest increases are shown in the table below; in total their 
reserve assets increased by about U.S. $12 billion, or some 50 per cent. 


OFFICIAL HOLDINGS OF INTERNATIONAL RESERVE ASSETS 


(at end of year in billions of U.S. dollars) 





1$68 1969 1970 
GELUIMANY et ee Ae ee ee ee 9.9 7.1 13.6 
Rhgncoweeete were tees CTI Ot Tes a8 4.2 3.8 5.0 
JOD Anerear igre. Mem, 8 Fert ie: Vee oe 3, ates 2.9 3.6 4.8 
SMALZE TIAN ar eetriien sO ven de, 6.Ue Pelee) allel 3.9 4.0 47 
EEC Eee one 0 Peed gee anni eee oe ee 3.0 il! 4.7 
NELNBIIANUS TERE cic tes x nt ee re 25 a5 2 
POraroralOve ee er aera Caeeeeiee... Mabe || 26.4 24.1 36.0 


Although the increase in Britain’s holdings of reserve assets was not as great 
as the countries shown in the table, its net reserve position improved substantially 
in 1970 as a result of a reduction in its official liabilities through large repayments 
of amounts drawn under facilities arranged in support of sterling. 
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By far the largest component in the growth in international reserves in 1970 
was in holdings of U.S. dollars. Two factors made important contributions to 
this result. One was the net transfer of dollars from United States residents to 
foreigners to finance the continuing large underlying deficit in the balance of 
international payments of the United States. The other was a large movement 
of dollars already owned abroad from private to official hands consequent upon 
the repayment of foreign borrowing by U.S. banks and the related decline in 
interest rates in the Euro-dollar market. 

Another, though much smaller, element in the growth of international 
reserves during 1970 was the first creation and distribution of 3.4 billion Special 
Drawing Rights (SDRs) equivalent to U.S. $3.4 billion. This action resulted 
from the international agreement arrived at in 1969 to have the International 
Monetary Fund (IMF) make regular issues of SDRs in order to free the inter- 
national monetary system from reliance on increases in monetary gold or foreign 
exchange holdings to supply its needs over time for a growth in international 
liquidity. Considerable experience was gained during the year in the use of 
SDRs; they were received or given up by eighty-two countries in settlement of 
international transactions. In accordance with a three-year programme the 
IMF issued an additional SDR 2.9 billion on January 1, 1971. 

The major increase in the size of member countries’ quotas in the IMF that 
was agreed to late in 1969 following the regular quinquennial review was largely 
completed in 1970. It raised the total of IMF quotas by the equivalent of U.S. 
$7 billion, or about 35 per cent, to U.S. $28.4 billion. The percentage increases 
for individual countries varied to some extent to take account of their differing 
rates of growth. Since countries settle their quota increases by transferring gold 
and domestic currency to the IMF, the recent increase in quotas has added 
materially to the resources available to the IMF to give financial assistance to its 
members when they have balance-of-payments needs. 

In 1970 the Executive Directors of the IMF completed a study of the role 
of exchange rates in the adjustment of international payments. The Board of 
Governors of the IMF considered this study at its annual meeting in September 
and concurred in its conclusion and recommendations. After considering a 
variety of possible ways in which the existing exchange rate system might be 
modified, the study concluded that the basic principles of the fixed parity system 
established in Bretton Woods in 1944 were sound and should be maintained and 
strengthened. The report recommended the further study of three possible 
modifications to the present system to increase its flexibility: a slight widening 
of the range of fluctuations now permitted on either side of established currency 
parities, more prompt or more frequent adjustments of parities than have typically 
been made in the past, and brief transitional periods during which a currency 
might float while its new parity was being determined. These studies are going 
forward at the IMF and in other international forums. 
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Canadian Economic Developments 
GENERAL REVIEW 


In 1970 the Canadian economy continued to adjust to the moderation of 
total demand which had begun to slow the pace of economic expansion early in 
1969. Total output still grew—by about 3 per cent—an outcome which com- 
pares favourably either with earlier periods of adjustment in Canada or recent 
experience in the United States. But this was the second year in succession 
during which growth was insufficient to absorb all of the increase in available 
resources. As a consequence a substantial degree of slack developed, and un- 
employment rose to its highest seasonally adjusted rate since 1961. Several 
important industries experienced declines in output throughout much of 1970 
and generally it was a poor year for profits. The considerable unevenness in the 
pattern of activity was accentuated at times by major strikes which severely 
distorted underlying trends. Before year-end, however, there were clear signs 
that the economy was beginning to respond to the various monetary and fiscal 
steps taken starting early in the year to encourage the resumption of a faster rate 
of expansion. | 

Although total employment rose by about 2 per cent in the course of 1970, 
the seasonally adjusted rate of unemployment rose sharply, particularly during 
the spring when the indirect effects of major labour disputes and the entry of 
an unusually large number of students into the job market were important in- 
fluences. The seasonally adjusted rate apparently peaked late in the summer 
but fell back somewhat towards year-end and a relatively large monthly decline 
occurred in January 1971. 

The easing in the economy was also reflected in the rate of price increase 
which moderated appreciably in 1970 even apart from the sizable and rather 
special decline which occurred in food prices. The rise in the total Consumer 
Price Index (CPI) over the course of the year was the smallest for any twelve- 
month period since 1964; excluding food, it was the best since 1966. 

Wage and salary increases were disappointingly slow to respond to the 
easing of prices, the weakening of markets, the narrowing of profit margins and 
the rise in unemployment. Some moderation of the rise in costs does appear 
to have occurred in some parts of the economy, partly as a result of efforts to 
improve productivity, but high expectations with respect to increases in earnings 
continue to pose a threat to the durability of the better price performance. 
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DOMESTIC AND FOREIGN DEMAND One of the highlights of the year 
Quarterly — Billions of Dollars 7 was the support provided to the economy 
by the external sector. Exports were 

= sharply higher in 1970; the strong de- 
mand for our products abroad was re- 
inforced by a catch-up early in the year 
after a series of strikes in 1969 in im- 
pa beaten ont a portant export-related industries. The 
a I Lf —eo trend of imports during 1970 was appre- 
ciably weaker than the trend of domestic 

demand throughout most of the year. 
As a consequence, a very large external 
surplus developed, and this increased 
further towards year-end because of a 
pronounced weakening of imports main- 
ly caused by strike distortions. As a 
result of these developments in the ex- 
ternal sector, Gross National Expendi- 
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1969 {970 : 
ture (GNE) continued to grow reason- 
Seasonally adjusted. : : 
1. Residual error excluded. ably strongly in the opening months of 
Ei betes aut sonic. the year even though domestic demand 


did not. Domestic demand picked up in 
the spring but was dampened towards year-end by the three-month General 
Motors strike; on balance the gain in GNE in the fourth quarter, as in the first, 
was due primarily to the large change in the external trade position, though in 
the fourth quarter there was some increase in domestic demand. 


The softening of domestic demand early in the year was concentrated in 
three areas of spending: sales of new cars, new residential construction, and 
business outlays on new plant and equipment. Despite major construction 
strikes in the spring, business investment apparently did not fall as far short of 
reported intentions for 1970 as initially indicated; indeed a significant increase 
occurred after mid-year, though investment in machinery and equipment ap- 
parently declined somewhat again in the final quarter. The moderate upturn in 
domestic demand in the second quarter in the face of a continued sharp decline 
in housing was attributable to some improvement in car sales in combination 
with continued support from the less volatile elements of consumption as well 
as from government expenditure. After mid-year, housing outlays began to re- 
cover and a strong rebound occurred in the fourth quarter. This served to 
offset much of the adverse impact on domestic demand of the auto strike, which 
resulted in a sharp drop in car sales and inventories. 
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Over the four quarters ending in the GROSS NATIONAL PRODUCT 
final quarter of 1970, GNE (GNP) in Quarterly Percentage Change at Annual Rates — 
money terms increased by about 62 
per cent. The over-all price level rose 
by about 3% per cent so that the rise in 
spending (and output) in volume terms 
was 3 per cent—about 2/2 percentage 
points below the estimated average 
annual increase in the economy’s produc- 
tive potential. The preliminary national 
accounts for the fourth quarter and sub- 
stantially revised estimates for earlier 
quarters, on which the foregoing com- 
ments are based, now suggest that real 
output grew very little in the first quarter 560 
and at an annual rate of over 6 per cent Seasonally adjusted. 
in the last quarter. An alternative mea- 
sure of total output, the Index of Real Domestic Product, indicates a somewhat 
different pattern with more growth in the first quarter, and slightly less in 
subsequent quarters.* Output in the service industries continued to expand at a 
fairly normal rate during the year. In the goods-producing sector the mining 
and petroleum industries showed outstanding gains, but manufacturing, construc- 
tion and agriculture experienced declines in output. 
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LABOUR MARKET DEVELOPMENTS. The relatively slow growth of output 
during 1970 was matched by a modest increase in employment and this was con- 
fined to the service industries; employment in the goods-producing industries 
taken as a whole declined. 


After a pronounced slowing during 1969 the labour force grew more 
rapidly in 1970 on account of a reversal of the sharp drop which had occurred 
in the proportion of the working age population participating in the labour force 
in the second half of 1969. The faster growth of the labour force, the con- 
tinued relatively slow growth in employment, and the resulting rise in the un- 
employment rate are shown in the chart on the following page. In 1969 and also 
in earlier years there was evidence of some tendency for the labour force to 


* Revised estimates of the Index of Real Domestic Product for 1970 show the following quarterly pattern 
of percentage increases at annual rates: first quarter 2.8; second quarter 1.2; third quarter 1.5; fourth 
quarter 4.2. 
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LABOUR MARKET accommodate itself to variations in the 
set yt ene growth of employment but this was not 
FL, Labour Force _|,  @pparent in 1970. The drop in par- 

Tea te ticipation in 1969 may have reflected a 
willingness of some potential workers 
either to leave or not to enter the job 
market (partly encouraged by expanded 
+4 government retraining programmes) as 
work became harder to find. The re- 

2 covery in participation which occurred 
a in 1970 after the adjustment in the econ- 


B . omy had persisted for some time may 
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966 by 1967 1968) iee9 1976 have reflected the growing pressure to 
1. Seasonally adjusted. : e : . 
maintain family income. 


The following table shows the composition of unemployment by various 
groupings in the last quarter of 1970 compared with the corresponding periods of 
1965 (the previous low point) and 1960 (the previous peak). It may be seen 
that the unemployment rate among men 25 years and over in the fourth quarter 
of 1970 was a full percentage point lower than the total rate, while in 1960 








UNEMPLOYMENT 
(fourth quarters — not seasonally adjusted) 
Thousands of persons Per cent of labour force 
Sees Ss 76 Aseage 2io gape eT 
Age groups 
25 years and over 
POGI 6 3 Gat. eS ie De 265 110 212 6.8 27 4.7 
NOMEN fee oe 2 ee ee 28 22 60 2.4 15 a0 
SUDOLd ee. eee een ae 294 152 Lie 5.8 2.4 4.3 
pUceAWears een Ba eel. 68 33 103 8.8 on 8.1 
LUG VOAlS <n baler, Batt x hee by rT 49 103 12.6 Zl 12.8 
Total tet: os tune ANE SOC h ade loot 439 214 478 6.8 3.0 Sue 
Length of time aM Te 7 
seeking work 
3 months or less®@:. 9 oa ee 325 170 322 5.0 2.4 3.9 
B-GMORtRS else ee kg eo 62 eZ 79 1.0 0.3 0.9 
O¥ErG MONS eek ice ee. 52 22 a7 0.8 0.3 0.9 


Total unemployed............ 439 214 478 6.8 3.0 oe | 


(1) Includes persons on temporary layoff. 
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both rates were the same. Indeed, despite the growth of the labour force and 
the higher over-all level of unemployment, the actual number of adult males 
unemployed was appreciably smaller in the last quarter of 1970 than in 1960. 
The rate of unemployment among other groups was about as high as or higher 
than in 1960. This shift in the composition of unemployment probably reflects 
some difficulty in absorbing the larger number of young people and adult women 
entering the labour force. Although the total unemployment rate in late 1970 
was one percentage point lower than ten years earlier, the proportion of persons 
unemployed for more than three months was somewhat higher in 1970. 


PRICES AND INCOMES. Canada’s price performance in 1970 was subject 
to a variety of strongly conflicting influences. On the one hand, the high rate 
of inflation abroad continued and, in the domestic economy, pay increases were 
again much in excess of productivity gains in most areas of the economy. On 
the other hand, the moderating influence on price increases of the easing in 
demand in the domestic economy was reinforced by several special or non- 
recurring developments. Among these the most important was the appreciation 
in the exchange value of the Canadian dollar after May which mitigated the 
impact on Canadian prices of external inflation. Domestic pricing decisions 
were also influenced by the undertaking of businessmen to the Prices and In- 
comes Commission to limit price increases in 1970 to less than would have been 
necessary to cover the full increase in their costs. Certain other special factors 
contributed to the sharp decline in food prices which occurred in 1970. The 
net effect of all the above influences was a distinct moderation in the rate of 
price increase during the year accompanied by a sharp erosion of profit margins 
to unusually low levels by the fourth quarter. 

The rate of price increase as measured by the GNP deflator moderated 
significantly to 344 per cent during 1970 from 41% per cent over the preceding 
four quarters. The price component of final domestic demand, which is a better 
indicator of prices paid by Canadians (including as it does imports but not 
exports), showed a more pronounced moderation—to 3 per cent from 4%4 per 
cent. Improvement occurred in the case of almost all major expenditure cate- 
gories, the principal exception being residential construction. A more pro- 
nounced easing in prices is evinced by prices at earlier stages in the marketing 
process; for example, the aggregate index of industry selling prices levelled off 
in 1970 following two years of rapid increase as shown in the left-hand chart 
on the following page. 
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There was a marked improvement in the case of consumer prices. As 
measured by the CPI they rose about 2 per cent from the fourth quarter of 1969 
to the fourth quarter of 1970 (only 114 per cent from December to December) 
compared with an increase of 4/2 per cent over the previous year. 


Food prices accounted for much of the improvement in consumer prices 
last year. They declined by 114 per cent during 1970 following a 414 per cent 
increase during 1969. An upswing in hog production contributed to a decline 
in meat prices which accelerated somewhat following the mid-year rise in the 
exchange rate. Though its impact is difficult to assess, the latter factor may 
also have influenced price trends for such items as fruits and vegetables, which 
have a substantial import component. Finally, competitive price discounting by 
the major grocery chains towards year-end so accentuated the downward trend 
that food prices dropped about 3 per cent in the last three months. Some of 
these developments are obviously transitory; in January the food index rose 
by 3% of one per cent. 


The moderation in other consumer prices, though less striking, was still 
significant. The CPI excluding food rose by 3% per cent during 1970 com- 
pared with 4% per cent during the preceding year. This reflected smaller 
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increases in prices of both goods and services other than shelter. Shelter costs 
again rose substantially, though slightly less than in the previous year. Despite 
some easing in interest rates on new mortgages last year, the average rate on 
mortgages in effect (the concept used in the CPI) continued to rise sharply as 
old contracts carrying much lower rates were renewed. 


The size of negotiated wage settlements remained very high through 1970 
and, from the limited information available, it is difficult to determine if there 
was any moderation in wage and salary increases outside the collective bargaining 
sector. Since year-end, there have been one or two indications of smaller wage 
settlements but the average increase appears to have remained virtually un- 
changed. In the light of earlier relationships between movements in employ- 
ment, prices and wage settlements, which are shown in the following chart, a 
moderation in wage settlements would appear to be overdue. 
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3. Average annual increase in base rates over the term of the agreement in settlements negotiated during the quarter 
by units covering 500 or more employees in all industries, excluding construction. 
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On the basis of available statistics, it is difficult to be precise about the 
relative movements of income per worker and output per worker. On balance, 
the evidence suggests little if any slowing in the rate of increase of wages and 
salaries per worker during 1970 but a somewhat better gain in output per worker 
compared with 1969. Combining these two elements, it appears that unit labour 
costs for the economy as a whole rose appreciably less during 1970 than in the 
preceding year, although this does not appear to have been the case in the manu- 
facturing and construction industries. 

The following table relates changes in various forms of income per unit of 
output (weighted by their relative shares) to the annual increases in the over-all 
GNP price index during the past five years. 


AMOUNT CONTRIBUTED* TO PERCENTAGE INCREASE IN GNP PRICE 
DEFLATOR BY DIFFERENT TYPES OF INCOME 








Annual 
average 
Type of income . 1960-65 1966 1967 1968 1965 1970 
Corporate business: 
Profits before taxes... eee eons 0.5 —0.2 —0.6 0.5 ~ — 0.9 
Capital consumption allowances. . - 0.1 0.3 - 0.1 0.4 
Unincorporated business (non-farm) —0.1 - 0.2 0.1 - - 
Total Ousiness sens «ace 0.4 —0.1 —0.1 0.6 0.1 —0.5 
Wages and salaries .............. ict 3.0 Sof Za 3.7 3.0 
PAC COMP nce cc skeet ieee ~ 0.8 —1l.l 0.1 0.2 — 0.5 
indivect taxes@ va os oe tuts 0.5 0.5 0.7 0.7 0.6 0.3 
All other GNP components®....... - 0.4 0.2 - 0.1 1.8 
Total increase in GNP deflator.... 2.0 4.6 3.4 B20 4.1 4.1 


* The contributions are calculated by weighting changes in each category of income per unit of total output by its share of GNP 
in the base period. For example, the approximate weights used for 1970 are: total business 21; wages and salaries 56; farm 
income 2; indirect taxes 14; and all other GNP components 7. 


(1) Includes supplementary benefits and military pay. 
(2) Less subsidies. 


(3) Includes non-corporate capital consumption allowances, interest and miscellaneous investment income, valuation adjustments, 
and the residual error of estimate. 


It will be noted that on an annual basis the rise in prices as measured by the 
GNP deflator was 4.1 per cent in 1970 as against 4.7 per cent in 1969. Wages 
and salaries per unit of output rose less last year than in 1969, but they again 
accounted for about three quarters of the over-all price increase. Business 
income, which had been a virtually neutral factor in the price rise in 1969, 
absorbed some of the impact of increases in other incomes in 1970; corporate 
profits were down appreciably on the year and fell particularly sharply in the 
fourth quarter. In addition, the decline in farm income in 1970 contributed im- 
portantly to the moderation in prices, though it was due in part to the decline in 
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output in that sector. There were also relatively few increases in rates of indirect 
taxation in 1970. The “other” components of GNP accounted for a much 
larger contribution in 1970; much of this was caused by the residual error in the 
estimates, which implies some unallocated increase in incomes per unit of output. 


COMPARISON WITH THE UNITED STATES 


In the recent period of adjustment economic activity has been better sus- 
tained in Canada than in the United States, though admittedly the U.S. economy 
in 1968 and early 1969 was operating at a higher level in relation to potential 
than the Canadian economy. From the first quarter of 1969 to the end of 1970, 
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output rose by about 6 per cent in Canada while in the United States it showed 
virtually no net change over this period and declined after mid-1969. How- 
ever, the growth of total employment was only slightly more in Canada (implying 
a better over-all productivity performance in this country). The growth of 
civilian labour force which is normally higher in Canada was about the same in 
both countries with the result that the rise in unemployment rates was also similar 
until the closing months of 1970, though the Canadian rate started from an 
appreciably higher level. ‘The two rates began to converge after September and 
by January 1971 they were closer together than at any time since 1967. 

Price and cost performance was also better in Canada after mid-1969. The 
GNP price deflator averaged 514 per cent higher in the United States in 1970 
than in 1969 compared with a corresponding rise of about 4 per cent in Canada. 
A somewhat smaller increase in unit labour costs in Canada after mid-1969 
(despite the persistence of increases in rates of pay at least as high as in the United 
States) accounted for much of this difference in price performance. Another 
factor was the big drop in farm income in Canada which was not matched in the 
United States. Although corporate profits are estimated to have fallen much 
more sharply in the fourth quarter in Canada than in the United States, on a 
year-over-year basis the squeeze on profit margins was roughly comparable in 
the two countries. Various factors contributed to much weaker food prices in 
Canada and this was a major element in the strikingly smaller increase in the 
Consumer Price Index here. Even so, the rate of price increase for non-food 
items was much less in Canada. The main trends in output, labour markets, 
costs and prices are compared in the chart on the preceding page. 


REGIONAL DEVELOPMENTS 


The loss of momentum in economic growth is reflected in the relatively small 
increase of employment in all major regions of the country during 1970. The 
slowing was most pronounced in British Columbia where economic activity had 
been best maintained in 1969. Labour disputes were particularly disruptive in 
that province. Partly as a result of this factor, as well as weakness in the U.S. 
market, the important forest industries had a poor year, though there were some 
signs of revival in the demand for lumber late in the year as housing construction 
in North America recovered. Business capital investment was higher in 1970 
but continued to be less buoyant than in the mid-1960s. Total employment in- 
creased only slightly over the year; on the other hand labour force growth, which 
has typically been very high in British Columbia (partly because of immigration 
from other parts of the country) was somewhat slower, but still substantial 


32 


SELECTED INDICATORS BY REGIONS 
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enough to result in a pronounced rise in the unemployment rate. Indeed, the 
seasonally adjusted unemployment rate reached a peak of almost 10 per cent at 
mid-year when industrial disputes were at their height; by year-end it had declined 
to below 8 per cent, but it was still about 2 percentage points higher than a year 
earlier. 


The economic situation in the Prairie Provinces was adversely affected by 
the difficulties experienced by wheat farmers in recent years and problems in 
some other basic industries such as potash. Employment in the region which 
had declined in 1969 recovered somewhat last year. In all three provinces the 
unemployment rate was significantly higher in 1970 than in 1969 but was still less 
than in other provinces. Prospects for many of the activities on which the region 
is dependent have recently brightened. This improvement was probably least 
marked in Manitoba. Investment intentions in that province were not much 
changed from a year earlier and employment in the construction industry appears 
to have declined appreciably. In Alberta the economy benefited from increased 
sales of oil and natural gas after mid-year, and it was apparently quite a strong 
year for business investment. Even so, unemployment in Alberta was also 
appreciably higher in 1970 than in 1969. Saskatchewan had been most seriously 
affected by the wheat and potash situations and investment intentions for 1970 
were relatively weak. However, there was a notable strengthening of potash 
prices during 1970, and the change in the grain situation was particularly signifi- 
cant for Saskatchewan’s position. Partly in response to the Government pro- 
gramme to reduce wheat stocks (LIFT) there was a drastic cut-back in prairie 
wheat acreage in 1970 and most of the acreage diverted was allowed to lie fallow 
or devoted to forage crops. Asa result there was a substantial drop in the wheat 
crop which was only partly offset by increased oilseed and coarse grain produc- 
tion. At year-end the cash position of prairie grain growers was still difficult but 
near-term prospects had improved considerably as a result of some strengthening 
of export markets for wheat and feed grains. 


In Ontario, a post-strike recovery in the mining and metals industries pro- 
vided a strong lift early in 1970. However, while business capital outlays 
apparently rose strongly, and the normal growth of output continued in service- 
related industries, the pattern was more mixed and generally less favourable in 
secondary manufacturing; weakness was evident through much of the year in 
such industries as electrical goods, farm machinery, aircraft and rubber products. 
In the important automobile industry the prolonged strike in the last quarter had 
widespread repercussions. Housing starts, however, rose sharply in the final 
months of the year. Although employment in the fourth quarter averaged 2%4 
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percentage points above a year earlier, much of the increase was in the early part 
of the year, and with the labour force growing more rapidly, the seasonally ad- 
justed unemployment rate went above 5 per cent around the turn of the year, 
compared with 31% per cent a year earlier. 


Employment in Quebec again rose only modestly during 1970, taking the 
year as a whole. At the same time labour force growth accelerated and the 
seasonally adjusted unemployment rate rose to nearly 9 per cent in the summer. 
However towards year-end, the growth in employment picked up somewhat and 
unemployment fell on a seasonally adjusted basis, though it remained about 114 
percentage points higher than a year earlier. A number of major Quebec in- 
dustries were confronted with relatively weak markets; employment was adversely 
affected in such industries as aircraft, shipbuilding, electrical goods and textiles. 
All these factors were reflected in a slower growth of payrolls in Quebec than in 
other parts of the country. In addition, the relatively low level of business in- 
vestment since 1966 persisted, though there may have been a slight increase over 
the previous year and in recent months a number of large new investment pro- 
jects have been announced. A recovery of residential building in the latter part 
of the year was encouraged to an important extent by the CMHC low-income 
housing programme. 


Employment in the Atlantic Provinces continued to grow relatively slowly. 
However, as the labour force increased only slightly, in part because of outward 
migration and a continued relatively low level of labour force participation by 
women, the unemployment rate was averaging a bit below 8 per cent in the latter 
part of 1970 as it did a year earlier. Compared with 1969, the Newfoundland 
economy showed the greatest improvement: iron ore production recovered from 
a lengthy strike in 1969, output of newsprint rose moderately, markets for fish 
products strengthened and business capital outlays apparently were up quite 
strongly. A substantial increase in business capital expenditures was also planned 
in Nova Scotia but labour unrest was more serious in that province, particularly 
in the construction and fishing industries. However, the steel industry ex- 
perienced a relatively favourable year and though coal production declined as 
rationalization of production continued, there were signs of a recovery in demand. 
In New Brunswick the forest industries did not show much strength and business 
investment intentions were little changed from 1969. 

The charts on page 33 show the recent trends of a number of economic 
aggregates on a regional basis; regional labour market developments are sum- 
marized and placed in the perspective of the last ten years in the charts on pages 
36 and 37. 
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REGIONAL LABOUR FORCE AND EMPLOYMENT 
Monthly — Millions 
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SPENDING AND FINANCING BY MAJOR SECTORS 


PERSONAL SEcToR. Total consumer expenditure in 1970 was only about 
51% per cent higher than in 1969, little more than half the strong rise in the 
previous year. The change was most evident in outlays on durable goods which 
declined by 512 per cent. Sales of North American produced cars improved 
only slowly from the level reached early in 1970 and were sharply reduced by the 
disruption of production of the latter part of the year; sales of models produced 
overseas, however, rose further during the year and substantially increased their 
market share. Expenditures on other durable goods and on semi-durables in- 
creased only slightly. The slower pace of outlays on services partly reflected 
the continued switching of some medical expenses to the public sector as a result 
of increased provincial participation in Medicare. (See page 42) 


As shown in the chart, incomes 
before taxes rose by nearly 8 per cent 
in 1970, much less than in 1969. 
There was a slower rise in non-farm in- 
come from all sources and a sharp de- 
cline in net income received by farmers. 
The impact of these developments on 
real personal disposable income was 
somewhat cushioned by the smaller in- 
= crease in personal direct taxes and some 
improvement in price performance. 
The proportion of disposable income 
saved rose appreciably in 1970. 
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5 Despite a strengthening later in the 
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tended by other lenders fell to around 
one fifth of its high 1969 level. 


HOUSING SECTOR. Residential construction expenditures, which had been at 
a record level in 1969, declined sharply in the first half of 1970. Despite a 
marked recovery late in the year, for 1970 as a whole they were 8 per cent lower 
than in the previous year. 


These developments reflected with the usual lag the course of housing starts. 
The downturn in the seasonally adjusted rate of starts which began early in 1969 
continued into the first half of 1970. A sharp reversal during the second half of 
the year, largely related to direct lending programmes by Central Mortgage and 
Housing Corporation (CMHC) as well as an upturn in lending by private institu- 
tions, brought total starts for the year as a whole to 190 thousand units, only 20 
thousand less than the record level in 1969. A notable feature of the year was 
the major shift to construction of low-income units; close to 50 thousand of such 
units were started, somewhat more than in the previous five years taken together. 


HOUSING AND MORTGAGE MARKETS 
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There are indications that the relatively low level of housing activity in the 
first half of 1970 was attributable to the high level of land, construction and 
financing costs, and perhaps to expectations that at least the last might decline. 
Mortgage interest rates which had risen sharply in 1969 increased slightly further 
in the first few months of 1970 but then began to edge down; a more significant 
decline occurred late in the year and early in 1971. 

For 1970 as a whole, total approvals on new housing amounted to $2.3 
billion, an increase of 3 per cent from 1969. Direct lending by CMHC rose by 
two thirds to $915 million, largely to finance low-income housing, and much 
more than accounted for the increase in total approvals. The decline in the 
year in new housing approvals by private institutions amounted to 17% per cent. 
Approvals by trust and mortgage loan companies and life insurance companies 
both decreased, though in the latter case the impact was partly offset by direct 
participation in real estate projects. In contrast, the chartered banks increased 
their new residential approvals substantially from the relatively low level in the 
previous year. 


BUSINESS SEcTorR. Business investment in new plant and equipment is now 
estimated to have been 8 per cent higher in 1970 than in the previous year, 
much the same rate of increase as in 1969. Non-residential construction outlays 
apparently rose by about 10 per cent, while spending on equipment increased 
by about 6 per cent. There was some 

BUSINESS FIXED INVESTMENT moderation in the rate of price increase, 
Excluding Housing especially in construction materials. The 
Annual — Billions of Dollars | physical volume of business fixed in- 
vestment rose by about 41% per cent. 
As shown in the chart, business invest- 
ment in relation to GNP remained appre- 
ciably below the peak reached in 1966. 
The increase in investment outlays 

| by private business in 1970 was accom- 
me panied by a recovery in internal cash 
ee flow. Although corporate retained earn- 
Constant 1961 Dollars ings declined, especially in the fourth 

quarter, this was more than offset for the 
year as a whole by increases in other 
sources of internal funds, mainly capital 
consumption allowances. In the event, 
the amount of funds raised externally 
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Marked shifts occurred during 1970 in the form in which business acquired 
funds. Much more of the financing was in domestic long-term debt rather than 
in equities or in short-term forms such as bank loans. In the course of the 
year there was a substantial increase in funds raised in the Canadian bond market 
and a reduction in foreign currency issues. The depressed condition of North 
American stock markets for much of the year led to a sharp reduction in the 
volume of new equity issues at home and abroad. 


MAJOR SOURCES OF EXTERNAL FUNDS OBTAINED 
BY NON-FINANCIAL BUSINESS 


(millions of dollars) 


Annual Semi-annual 
1970 
ace seg 2070 UF gyedell 
Net new issues of: 
Bonds 
Ganatiaasn ay ir ro eee fe et 395 SiZ 963 281 682 
TOP RIRNOUEL ONO Viewin Sen ay aed 329 355 310 229 81 
Stocks 
Canadian-payeau ©. fered. S418; 3 487 605 239 205 34 
TOLENGH CUTTCNCY. rete rend dint peed Go 38 191 18 18 o 
Commercial paper and 
bankers’ acceptances................ 99 303 183 274 — 91 
SUD-LOtal bys... ieee eacieaen. .'s 1,348 1,826 itis 1,007 706 
Increases in loans: 
Chartered banks. .... 2eyamets ees 648 1,307 439 319 120 
Sales finance companies............... 245 180 — 167é 53 — 2208 
Industrial Development Bank........... 42 54 68 30 33 
Subtotal anes. JM. eee Bee. 935 1,541 340¢ 407 — 67¢@ 
Net direct investment from abroad........ 365 400 545 185 360 
Tiptaly¥ 23. aun sehen: erro eats. dete 2,648 3,267 2,5988 1,599 999e 





e: Estimate. 
(1) Total business loans excluding provincially-guaranteed loans to utilities, plus foreign currency loans to residents. 
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GOVERNMENT Sector. Direct government* purchases of goods and services 
increased by about 14 per cent in 1970, substantially more than in the preceding 
year. This more rapid growth reflected a sharp increase at the provincial- 
municipal level as the growth of federal purchases eased substantially. 


Excluding defence, the increase for the federal Government was about 62 
per cent in 1970 as compared with 26 per cent in 1969 when there were large 
retroactive pay increases for public servants. Defence expenditures, which had 
remained virtually unchanged in the two previous years, increased by 3¥2 per 
cent in 1970. 


At the provincial-municipal level, outlays on goods and services increased 
by about 18 per cent compared with 10 per cent in 1969. The acceleration 
reflected the first full year’s participation in Medicare by five provinces and the 
inception of the plan in Quebec. Wage and salary costs continued to climb at 
a rapid pace during the year while capital expenditures, which had abated in the 
previous two years, resumed their upward trend. 


In addition to increasing their direct purchases of goods and services, gov- 
ernments continued to expand their transfer payments to other sectors of the 
economy at about the same rate as in 1969. In total, government expenditures 
on the national accounts basis increased by 134% per cent compared with 11% 
per cent in 1969. 


There was also some increase in 1970 in the federal Government’s large 
lending operations; these give rise to financing requirements and importantly 
affect the level of spending attributed to other sectors in the national accounts. 
Federal lending through CMHC was increased appreciably, and a number of 
other lending programmes, especially those for the financing of exports and inter- 
national development, also gave rise to higher disbursements. In total, net 
loans and advances added almost $1 billion to over-all cash requirements and, 
in addition, close to $1.6 billion in Canadian currency was required by the Gov- 
ernment to finance the increase in foreign exchange reserves. 


Total revenues of the government sector on a national accounts basis (ex- 
cluding net receipts under the Canada and Quebec Pension Plans) rose by less 
than 10 per cent in 1970 compared with about 16 per cent in 1969. The 
slowdown in the rate of increase was mainly concentrated in federal receipts 
from personal and corporate income taxes. While there were no major pro- 
vincial tax increases, revenues at that level were considerably strengthened by 
substantially higher transfers from the federal Government, and _provincial- 
municipal revenues continued to increase at about the same rate as in 1969. 


* Including hospitals which are now treated as a sub-sector of governments in the national accounts. 
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The marked slowing of growth in 
the Government of Canada’s receipts 
coupled with a larger increase in its total 
expenditures, some rise in its lending, 
and its very substantial purchases of 
foreign exchange resulted in a swing in 
its net Canadian dollar position from a 
surplus of $400 million in 1969 to a 
cash requirement of $1.9 billion in 1970. 
(For further details on the Government 
of Canada cash requirements and on the 
way in which these and _provincial- 
municipal requirements were financed, 
see Appendix Tables HI and IV and for 
the discussion of debt management op- 
erations see page 61.) 


The more rapid increase in the ex- 
penditures of provinces and municipali- 
ties was offset by an apparent decline in 
their loans and advances and, with 
provincial-municipal revenue rising at 
about the same rate in the two years, the 
combined borrowing requirements of 
provincial and municipal governments 
and their business enterprises in 1970, 
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at $2.3 billion, were slightly less than in 1969. Almost half of these require- 
ments were met by the sale of securities to the Canada and Quebec Pension Plans. 
Provincial-municipal borrowings abroad were reduced substantially from the 


preceding year. 
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SUMMARY OF EXTERNAL FINANCING OBTAINED BY MAJOR SECTORS. 
The total of external funds obtained by major non-financial sectors in 1970 
was nearly $0.5 billion less than in the previous year despite the marked 
increase in borrowing undertaken by the Government of Canada. The decline 
was concentrated in the business sector where loans obtained from financial 
intermediaries, principally the chartered banks, decreased sharply. Consumer 
borrowing and net investment in mortgages by private financial institutions were 
also lower. The implications of these demands for funds on credit markets are 
discussed in the following section of this Report. 


FUNDS RAISED BY NON-FINANCIAL SECTORS 


(millions of dollars) 




















Changes in 

funds raised 
1968 1969 1970 1969 1970 
COMBS ICT Sin ees Na hea eas cin) Se Ty 1,264 660° + 47 =— 604e 
MOT SAgOIS) seats bev eticigds. Aet otinkroctns ah ok L2oU 1,595 1,330 + 365 — 265¢ 
Non-financial business®................. 2,648 3,767 2,598 +1,119 —1,169e 
Provincial and municipal governments®... 2,249 2,259 2,100 + 10 — 159 
SUD-(Otay eee ee ere eee hs te, 7,344 8,885 6,683 +1541  —2,197e 
Government of Canada. ................ 1,109 278 1,992 — 831 +41,714 
TOUS eet wa es eal es aaa eee 8,453 9,163 8,680¢ + 710 — 483e 




















e: Estimate. 


(1) Excludes net mortgage lending by governments and their agencies, notably CMHC, which is reflected in the financing require- 
ments of the respective governments. 


(2) Excludes agriculture. 
(3) Excludes loans from the Government of Canada but includes securities purchased by the CPP and QPP. 
(4) Excludes net new foreign currency issues and changes in holdings of Government accounts. 
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Financial Developments in Canada 
GENERAL REVIEW 


Credit conditions in Canada eased substantially in 1970. Interest rates 
declined from the beginning of the year and after the first quarter credit became 
progressively more readily available to all classes of borrowers. 

Yields on short-term securities fell by more than 3 percentage points during 
the year; the three-month treasury bill rate declined from 7.81 per cent to 
4.44 per cent while the rates offered by sales finance companies on their 90-day 
paper fell from 9.17 per cent to 5.57 per cent. At the end of February 1971 
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these rates were 4.04 per cent and 5.15 per cent respectively. The lending and 
deposit rates of financial institutions were also lowered substantially after mid- 
year. At the end of February 1971, for example, the prime rate charged by 
most of the chartered banks was 61% per cent, compared with 812 per cent a 
year earlier; the rate they paid on non-chequable savings accounts was down 
from 612 per cent to 4% per cent. 

The decline in longer-term interest rates was also substantial; bond yields 
fell 1 to 1% percentage points, with most of the reduction occurring late in 
1970. The average yield on long-term Government of Canada bonds moved 
down irregularly from 8.33 per cent at the beginning of the year to just below 
8 per cent by the beginning of September and after mid-November fell sharply; 
at the end of February 1971 it was 6.85 per cent. Provincial and municipal 
securities showed comparable declines while yields on corporate securities fell 
somewhat less. The reduction in mortgage rates tended to lag behind that of 
most other rates; by February 1971 they were about 90 basis points below their 
April 1970 peak. 

The decline in interest rates was accompanied by a substantial increase in 
the availability of funds from the banks as their liquidity rose and also—particu- 
larly in the second half of the year—through the bond market. The greater 
availability of credit in the Canadian bond market and the development of in- 
terest rate relationships that provided little or no incentive to borrowing abroad 
resulted in a substantial shift away from reliance on foreign capital markets. 
In order to give further discouragement to the inflow of foreign exchange the 
Minister of Finance and the Bank of Canada suggested to borrowers that they 
carefully explore the domestic market before placing issues abroad. In 1970 
net borrowing from non-residents amounted to about $850 million, down sharply 
from about $2 billion in 1969. 

The major influences on credit conditions were the shift in monetary policy 
in recognition of the domestic economic situation, the declining trend of interest 
rates abroad and the strength of Canada’s over-all external position. There was 
also a change in the nature of the demands on credit markets particularly as 
corporations lengthened their debt structure. An important influence later in 
the year was the change in investor expectations regarding the trend of interest 
rates. 


Monetary policy, which had continued to be restrictive as the year opened, 
shifted in the first quarter of 1970. The subsequent acceleration in the growth 
of total bank assets enabled the banks to begin restoring their depleted liquidity, 
a process which continued for the balance of the year. The ratio of Canadian 
liquid assets to total major assets rose from 26.5 per cent in February to over 
30 per cent at year-end and there was also a considerable increase in net foreign 
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INTEREST RATE COMPARISONS 
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ing issues but does not provide a precise indication 
of yields on new security issues. 


1. Wednesday average yield on the 10 provincials in- 
cluded in the monthly series published by McLeod, 
Young, Weir and Co. Ltd. 


2. Wednesday average yield on the 40 public utility 
bonds published by Moody’s Investors Services. 


assets over the same period.* Holdings of Canadian liquid assets in excess of 
those required to meet cash and secondary reserves expressed as a percentage 
of total major assets rose from 12.4 per cent to 16.2 per cent over the same 
period. 

During the last three quarters of 1970 the banks’ total major assets rose 
at an annual rate of 13.4 per cent while the “money supply”, defined to include 
currency and all privately-held Canadian dollar chartered bank deposits, rose 
by 13.5 per cent. For the year as a whole the increase in chartered bank assets 


* In previous Annual Reports it was the practice to include net foreign assets with Canadian liquid assets 
in describing the over-all liquidity of the banking system. On this basis the ratio rose from 25.7 per cent 
to 30.8 per cent. 
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was 9.4 per cent while the privately-held “money supply” increased by 10.9 per 
cent. “Money supply” more narrowly defined to include only currency and 
Canadian dollar demand deposits increased by 5.4 per cent. In the United 
States, the increases in “money supply” measured in the same way were 11.6 per 
cent and 5.4 per cent respectively in 1970. 


The weaker over-all demand for funds by borrowers other than the Gov- 
ernment of Canada was an important factor affecting credit conditions in 1970. 
As noted in the previous section of this Report, total external financing (in- 
cluding borrowing abroad) by provinces, municipalities, non-financial business, 
consumers and mortgagors declined from $8.9 billion in 1969 to $6.7 billion 
in 1970. (See table on page 44) 


In contrast, there was a substantial increase in the amount of funds used 
by the Government of Canada. ‘The cash receipts of the Government had ex- 
ceeded disbursements by $0.4 billion in 1969 in all operations other than those 
associated with changes in debt, while in 1970 its total cash requirements 
amounted to $1.9 billion. Of this total swing of $2.3 billion, $1.6 billion was 
required to finance an accumulation of exchange reserves, and the remaining 
$0.7 billion was more than accounted for by the shift from a budgetary surplus 
to a deficit. After allowing for changes in cash balances there was an increase 
in Government borrowing from $0.3 billion in 1969 to $2.0 billion in 1970. Of 
the total increase in public debt during 1970, $0.7 billion was raised through 
the sale of Canada Savings Bonds and the remaining $1.3 billion from new issues 
of marketable securities. Details of the Government’s expenditure and financing 


are given in Appendix Tables III and IV. 
CHANGE IN 


COVERNMENTCOEICANAD IGERY Under the monetary policy followed 

OUTSTANDING and in the absence of strong private 

2 a ~| demands for bank credit, this marked 

2 |. fj Teel Debt Excl Canada Savings Bonds _|5 increase in Government borrowing did 
Held by Chartered Banks 


not prevent a general easing of credit 
conditions. The increase in total bank 
assets was large enough to accommodate 
substantial additions to holdings of 
Government securities —- indeed, the 
chartered banks acquired an amount of 
Government securities greater than the 
ay hia eS a io net increase in market issues outstanding. 
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BANK OF CANADA OPERATIONS 


In the first quarter of 1970 a gradual easing in credit conditions, encouraged 
by monetary policy, was considered appropriate in view both of the developing 
slack in the economy and the inflow of foreign exchange that was occurring. 
By the end of March the substantial reduction in short-term interest rates abroad 
enabled the Bank of Canada to withdraw its earlier request to the banks that they 
regard their July 15, 1969 level of swapped deposits as a temporary ceiling.* 


Monetary management in the second quarter was complicated by an ac- 
celeration in the rate of inflow of foreign exchange which came at a time when 
bank liquidity was already rising quite rapidly and interest rates, particularly 
short-term, were continuing to fall. The use of Government balances to pur- 
chase foreign exchange had the effect of expanding the total of privately-held 
bank deposits at a very rapid rate. In mid-May when Government cash bal- 
ances were replenished by the sale of a special issue of $250 million of treasury 
bills, the Bank of Canada offset the effect of this on the available liquidity of the 
chartered banks by raising the minimum secondary reserve ratio from 8 per cent 
to 9 per cent of chartered bank deposit liabilities. At the same time the Bank 
Rate was reduced from 8 per cent to 714 per cent, bringing it more into line 


INTEREST RATES 
Per Cent 


CHARTERED BANK ASSETS 


Average of Wednesdays — Billions of Dollars 


Ratio Scale 









































Government of Canada 30 
Long-term Bonds ! 
Total Major Assets 
8 
E ponk Rate A 25 
7 Jens a7 
2 We 4 Arithmetic Scale 
: : 5 Canadian Liquid Assets 
6 3 Treasury Bills fei) = eS As a Percentage of Total Major Assets 
i 30 30 
5 es 
: 4 25 |}— 25 
Has ds fel ritoitirtiy 4 tistsrtirtes 
1968 1969 1970 7\ i968 1969 1970 7i 
1. Wednesday average yield on bonds with a maturity Seasonally adjusted. 


of 10 years or over. 


* This measure had been reinforced in January 1970 when the Bank of Canada asked investment dealers 
and trust companies not to arrange similar transactions in other ways. Swapped deposits are funds con- 
verted into a foreign currency, usually U.S. dollars, which have been placed as term deposits with a bank 
and which the bank has undertaken through a forward contract to convert back into Canadian dollars 
at maturity. 
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with short-term market rates. At the end of May when the Government decided 
to allow the Canadian dollar to float temporarily, the Bank Rate was reduced 
by a further 14 per cent to 7 per cent. 


By mid-year the chartered banks’ Canadian liquid assets had risen by 
nearly $800 million from their February level and as a percentage of total major 
assets they had increased from 26.5 per cent to 29 per cent. The rate of 
monetary expansion, which was influenced by the large inflows of foreign ex- 
change, had been unusually rapid and in July the Bank of Canada shifted its cash 
reserve management policy temporarily so as to moderate the growth of the 
banks’ liquid and total assets. In August cash management was eased again and 
the Bank Rate was lowered to 612 per cent at the end of the month. The 
growth in the banks’ Canadian liquid assets was resumed and the liquid asset 
ratio rose. ‘The Bank Rate was reduced on November 12 by a further %2 of 
one per cent to 6 per cent. 


During the closing months of 1970 a substantial further easing of credit 
conditions occurred in the United States and Canada; interest rates fell very 
sharply. In a climate of buoyant expectations about the trend of bond prices 
and with a rapid expansion in the volume of Government market securities out- 
standing, the Bank of Canada exercised some considerable restraint from mid- 
November through January 1971 on the amount of cash reserves available to 
the chartered banks in excess of the minimum requirement. Nonetheless, mone- 
tary expansion was unusually rapid during this period and the banks’ Canadian 
liquid asset ratio rose to well over 30 per cent by January 1971. 

A change of the environment in financial markets became evident about the 
beginning of February and the Bank of Canada pursued an easier policy with 
respect to chartered bank cash reserves; the expansion of the banks’ liquid assets 
resumed. The Bank Rate was reduced in two stages by a further 34 per cent to 
5% per cent in February. 


In line with the general decline in yields on short-term market instruments 
during 1970, the chartered banks on several occasions reduced the interest rates 
offered for large Canadian dollar term deposits. These deposits continued during 
most of the year to be subject to the request of the Bank of Canada to the larger 
banks that they limit the rates offered on such deposits. Late in the year, how- 
ever, this request no longer appeared to be required in the light of the easier 
monetary conditions and it was withdrawn. 

Despite generally easier monetary conditions somewhat greater use was 
made of central bank credit in 1970. Advances by the Bank of Canada to 
chartered banks were outstanding on 35 business days, the same number of days 
as in 1969, and purchase and resale agreements with money market dealers 
were outstanding on 125 business days compared with 93 days in the previous 
year. The average daily amount of advances outstanding was $1.8 million in 
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1970, up from $1.2 million in 1969. The average daily amount of securities held 
by the Bank of Canada under purchase and resale agreements was $16.7 million 
in 1970 and $9.4 million in 1969. On November 10 the Bank announced a 
technical change in the arrangements under which it was prepared to enter into 
purchase and resale agreements with money market dealers. A minimum PRA 
rate was established equal to Bank Rate less 34 of one percentage point. Subject 
to this minimum rate and a maximum rate set by Bank Rate, the PRA rate con- 
tinues to be set at % of one per cent above the average 91-day treasury bill rate 
at the latest tender. 


The monthly changes in the Bank of Canada’s holdings of Government of 
Canada securities in 1970 are summarized in Appendix Table II. The net 
increase in the Bank’s portfolio during the year amounted to $183 million and 
was more than accounted for by transactions with the securities market. The 
main changes in the Bank’s balance sheet month by month in 1970 are shown in. 
Appendix Table I. 


FINANCIAL INSTITUTIONS AND THE GENERAL PUBLIC’S HOLDINGS OF 
LIQUID ASSETS 


A summary table of the major assets of the main financial intermediaries. 
who issue short-term claims which are held by the general public is shown below. 
In 1970 the assets of this group rose by 8.7 per cent, nearly one percentage point 
more than in the previous year, with the banks accounting on balance for all of 


MAJOR ASSETS OF SELECTED FINANCIAL INSTITUTIONS 








increase in Percentage increase 
Millions millions of dollars 
of dollars A Venare 
Dec. 1970 1969 1970 1964-67 1968 1969 1970 
Chartered banksM®@,. 0... 2.2... 30,184 1,306 2,603 10.9 14.2 5.0 9.4 
Quebec savings bank™............ 543 oe 38 12 15.6 6.5 7.5 
Trust and mortgage loan companies. 9,5168 931 1,085¢ 13.0 G0) oto. 12.9® 
Sales finance and consumer loan 
COMNAGIOS vee: eeacee se aces hs 5,140¢ 669 —143¢ 7.5 tO 1459 e218 
Credit unions and caisses populaires 4,311¢ 328 374¢ 14.8 11.0 ot 9.5¢e 
OT Al cts, Pe a, ose lal 49, 694e Bolo. 3, 997° Lisl 135k 7.8 8.7@ 


Total excluding chartered banks.. 19,5108 2,009 1,354 15 11.4 12.4 7,5¢ 


e: Estimate. 

(1) For comparability the assets of The Quebec Savings Bank which became a chartered bank in November 1969 are included with 
chartered bank assets prior to that time. 

(2) Major Canadian dollar assets plus net foreign currency assets; average of Wednesdays. 
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the increase. Excluding the sales finance and consumer loan companies, whose 
growth was adversely affected by the sluggishness of car sales, the other financial 
institutions grew at about the same rate as in 1969. 


The general public’s holdings of deposits and other liquid claims rose con- 
siderably more in 1970 than in the previous year as shown in the table below. 
A review of developments in a number of groups of financial institutions follows. 


GENERAL PUBLIC HOLDINGS OF CERTAIN FINANCIAL ASSETS 


Supstotal sees te chorc eee s oe ee 
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es SWaP De Ustiie eng G cree ude te S's vowere 
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bank deposits shown above. 


Credit unions and caisses populaires 
CEDOSITS ae Aen ee ere ey aleha re chk 

Quebec savings bank deposits. ......... 

Trust and loan company deposits......... 


Sub-total: obligations of the 
financial institutions 
SHOWA GDOVO.: wowcea eaves 


Short-term paper holdings of residents. ... 
Gatiada Savings Bond$.0.02.....¢aacc- see: 


General public holdings.................. 


e: Estimate. 
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(1) For comparability the deposits of The Quebec Savings Bank which became a chartered bank in November 1969 are included with 


chartered bank deposits prior to that time. 
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CHARTERED BANKS. In the final nine months of 1970 total major assets of 
the chartered banks rose at an annual rate of 13.4 per cent compared with no 
change in the previous nine-month period. The banks were able to rebuild 
their liquid assets which had been substantially reduced over the previous 
eighteen months, and Canadian liquid assets as a percentage of total major assets 
increased from about 27 per cent in March 1970 to over 30 per cent at year-end. 
The restoration of Canadian liquid assets was accompanied by an improvement 
in the net foreign position of the banks. The table below compares changes in 
the final nine months of 1970 with the preceding eighteen months. 


CHANGES IN CANADIAN LIQUID AND NET FOREIGN ASSETS 


(average of Wednesdays — millions of dollars) 


September 1968 March 1976 to 

















to March 1970 December 1970 

Day-iGe Gav uGansc ao tete dk, Naar a Pees hs SRW vhopee ues + 15 — 40 
Government of Canada treasury bills...................... — 291 + 618 
Government of Canada bondsin = 262 a. yes cx. cde: — 306 + 893 
Galbloansi€ mere. co oi regret si on ween Rated: ct, aici: im — 225 + 354 

Canadian earning liquid: assets... 2.08 See ce sis tes — 808 +1,827 
Bank of Canada notes and deposits........................ + 159 + 58 

Caniadianglauideassets «108 pon ee ae ee ye cnr — 649 +1,885 
Canadian liquid asset ratio at end of period (per cent) 

CAS CDi wt I0a. ew... PRE Cina te dab « dmetee ess ae (26.9) (30.5) 
Ot OLGl Gi GSSC(S, cts oe oe ut eee eae ee ere ee — 646 + 351 

10 El he RR ope GS tO An de EE Reo tee — 1,296 42,235 














The increase in bank liquidity was accompanied by an easing in lending 
policies, and during the second half of the year general loans increased at an 
annual rate of 12 per cent. 

Business loans which are a major component of general loans picked up in 
the second half of the year though they were relatively flat over the year as a 
whole. Their performance reflected the slower expansion of the Canadian 
economy and the use of alternative sources of credit, particularly bankers’ 
acceptances and financing on the domestic bond market. Most banks reduced 
their prime lending rate in four stages from 8! per cent in June to 62 per cent 
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Ce Taree MATS ANO aye at the end of February 1971. As shovn 
ae et in the table on the Bank of Canada’s 
quarterly sample survey of interest rates 
charged on new demand loans, there was 
a substantial decline in the average rate 
in the second half of 1970. A further 
8 indication of the increased willingness of 
: the banks to make business loans is 
|, provided by the rise in business loan 
authorizations (for lines of credit of 
$100,000 and over) in the last nine 
months of the year. Outstanding author- 
izations rose by $1,381 million in the 
4 + ° final three quarters of 1970 compared 
See te | tL = with $834 million in the same period of 
the previous year. The combination of 
rising authorizations and little growth in outstanding business loans sharply 
reduced the utilization of lines of credit. From its peak of 54 per cent in March 
1970 the ratio of loans outstanding to authorized lines of credit declined to 49 per 
cent by year-end, its lowest level since 1965. 









9 sy 
Chartered Bank 
Prime Lending Rate 


7) 
is 
we 







Es 
i= i an wy ti 30-day 
‘ fl Bankers’ 
Af Acceptances 
4 
ve 







Finance Company |!' 
90-day Paper f¢ 














SAMPLE SURVEY OF INTEREST RATES CHARGED ON 
NEW DEMAND LOANS* 


Distribution of loans by dollar volume — 
cumulative percentages 





Average rate 





on new At prime At prime At prime 
Date of Prime demand At plus 14% plus, 4% plus 34% 
survey rate loans®) prime or fess or less or less 
1969 
Ce eae 7.00% 7.35% 45 62 79 88 
EN Bree Roeser an 7.50 7.18 54 65 82 91 
PU Ce ets iia cee ee 8.50 8.79 53 61 82 $2 
OVA Ss. OR eee 8.50 8.78 60 67 83 90 
seh 
Be hs te te ale 8.50 8.85 51 58 78 84 
MAN ste ab temas an 8.50 8.83 52 61 80 87 
Ai On ee ee 8.00 8.44 45 51 73 87 
DOVsce ono ee he 7.50 7.97 49 58 73 79 


* The term “new” loans is defined as any transaction whereby a customer’s account is credited with funds during the three selected 
survey days, whether under existing or renewed authorizations. Specifically excluded are unsecured personal loans, mortgage 
loans, day loans, call loans, loans to grain dealers and loans carried on an overdraft basis. 


(1) Weighted by dollar volume. 
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Loans to consumers, the other major component of general loans, recovered 
rapidly after mid-year growing at a seasonally adjusted annual rate of 22 per cent 
compared with about 2 per cent in the first half of the year. The share of total 
consumer credit granted by the banks rose and there appears also to have been 
some refinancing of consumer debts contracted elsewhere when the banks were 
rationing such loans during 1969. 

Total Canadian dollar deposit liabilities of the chartered banks rose at an 
annual rate of nearly 15 per cent in the last nine months of 1970, compared with 
virtually no growth in the preceding nine months. Demand deposits, which had 
previously been declining, grew at an annual rate of 6.9 per cent. Personal 
savings deposits increased at a faster rate in the recent nine-month period and 
this was accompanied by a more modest shift from chequable into higher-yielding 
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non-chequable deposits than had been observed in earlier periods. The move- 
ment out of bank domestic term deposits into swapped deposits and other short- 
term instruments which had been such a prominent feature in 1969 was not 
evident in 1970. Indeed, non-personal term and notice deposits at the banks 
rose by nearly $1 billion in the final nine months of 1970. This left them $340 
million below their peak in the first quarter of 1969. In contrast, swapped 
deposits during the last three quarters of 1970 rose by only $69 million com- 
pared with an increase of almost $1 billion in the preceding eighteen months. 

The interest rates offered by the banks on various types of deposits were 
reduced after mid-year. Between July 1970 and February 1971 non-chequable 
personal savings deposit rates were lowered from 612 per cent to 4% per cent. 
Rates offered on large Canadian dollar deposits with a term of about 90 days fell 
from 7.5 per cent in May to an average of about 5.8 per cent in February 1971. 
The declines in short-term rates abroad were reflected in the much lower rates 
offered by the banks for swapped deposits during the year. 


CHARTERED BANK MAJOR ASSETS AND LIABILITIES 


(average of Wednesdays — seasonally adjusted) 


Percentage changes at annual rates 


Millions $3 months 9 months § months 
of dollars ending ending ending 
Dec. 1970 June 1969 Mar. 1970 Dec. 1970 
Totalimajor-assets@.. oo... Peeks tee cs 29,992 10.0 _ 13.4 
Ganadiansiiquid assets... .. coma. oe 9,126 — 3.1 — 5.3 31.5 
Less liquid Canadian assets............ 20,832 18.0 4.8 4.6 
of which: general loans.............. 45,752 20.9 325 6.1 
(business loans)® .......... (9,082) (18.6) (5.0) (3.5) 
(unsecured personal loans)® (4,672) (26.5) (3:3) Gr5ah) 
loans to grain dealers....... 761 10.6 19.7 — 37.3 
residential mortgage loans® . 1,450 ab ey | LP Ne 14.0 
Total Canadian dollar deposits............ 28,426 10.0 0.1 14.7 
Demand-depesitS 15. ee. face 6,030 6.2 — 3.7 6.9 
Personal savings deposits.............. 16,736 12.6 i 11.4 
of which: chequable®............... 5,204 — 10.7 —17.3 — 5.8 
non-chequable®........... 6,784 319 oie 14.9 
AXed-ferM@ sao ee oc os aes 4,481 37.6 212 24.7 
Non-personal term and notice deposits... . 4,644 — 2.1 — 18.9 36.2 
Government of Canada deposits®......... 1,330 181.3 40.2 30.3 
Swapped deposits®@.......2........... 1,689 131.9 12.1 6.2 
Other foreign currency deposits 
DETASIGENISOS «ho Ae ee ees 1,500 28.3 13.1 — 13.6 


(1) Includes net foreign assets ereynaae to $384 million (Sept. 1968); $25 million (June 1969); a negative position of $262 million 
(Mar. 1970) and $89 million (Dec. 1970). 


(2) Month-end figures. 
(3) Not seasonally adjusted. 
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TRUST AND MORTGAGE LOAN COMPANIES. The major assets of the trust 
and mortgage loan companies increased by almost 13 per cent in 1970, about 
the same as in 1969. There was a modest deceleration in the rate of growth of 
mortgage loans outstanding on the books of these companies—from 16 per cent 
in 1969 to 14 per cent last year—treflecting the fairly sharp decline in the volume 
of mortgage loan commitments from mid-1969 to the end of the first quarter of 
1970. The companies accumulated a substantial volume of short-term assets 
during the year. Most of the funds available to them for investment continued 
to come from the issue of fixed-term instruments. Interest rates paid on such 
instruments were lowered during the year, with the typical rate on five-year 
certificates declining from their March 1970 peak by about 70 basis points by 
February 1971. There was a similar decline in mortgage lending rates and the 
companies substantially increased their mortgage loan approvals after the end of 
the first quarter. In 1970 Canada and the Province of Ontario amended the 
legislation governing the activities of trust and loan companies under their juris- 
diction; the main changes were to broaden the investment powers and increase 
the borrowing powers of these companies. 


TRUST AND MORTGAGE LOAN COMPANIES 
MAJOR ASSETS AND LIABILITIES 








Millions of Percentage increase 
dollars 
December Average 
1970e 1964-67 1968 1969 1970e 
Potalmiaion assets: oe «cakes cass os 9,516 13.0 11.8 1331 12.9 
Cash and short-term investments™ ... 1,060 13.8 JU O25 36.2 
BONUSHee eet ree cae eee 1,480 19 is 4.7 — 1.9 
Government of Canada........... 644 535 10.5 Roe — 8.8 
provincial and municipal.......... 476 8.2 [el — 4) 7.9 
COLDOLALO re pete Pee ec ia ck cars 360 12.4 10.7 3.1 — 0.8 
Mortgage loans and sales agreements 6,596 15.1 10.6 16.3 14.3 
Othorassets?) 5. tt ede ene: aor 380 6.7 16.6 10.4 252 
EOtAl MalOlblaD eS 2.0, so an ee 8,644 13.2 12.0 13.5 14.2 
Demand and savings deposits....... 1,951 4.5 13 329 9.6 
Guaranteed investment certificates, 
debentures and other term deposits 6,693 17.1 13:7 16.7 15.6 
e: Estimate. 


(1) Short-term investments include: Government of Canada treasury bills, term deposits in chartered banks and trust and loan 
companies, short-term notes of sales finance com panies, commercial paper and assets denominated in foreign currency. 


(2) Includes collateral loans, preferred and common stocks. 
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SALES FINANCE AND CONSUMER LOAN COMPANIES. Following two 
years of rapid growth, the major assets of the sales finance and consumer loan 
companies declined by 2.7 per cent in 1970. The companies’ consumer and 
business lending was adversely affected by the decline in automobile production 
and sales during the year, and the amount of receivables outstanding declined. 
This decline was offset to some extent by a further substantial increase in holdings 
of cash and securities. During the year the companies sharply reduced their 
short-term debt, and loans from parent and affiliated companies also declined 
after increasing substantially in the previous year; long-term debt outstanding 
increased by 7.5 per cent. 


SALES FINANCE AND CONSUMER LOAN COMPANIES 
MAJOR ASSETS AND LIABILITIES 
Percentage increase 


Millions of 
dollars Average 








Dec. 1970e 1964-67 1968 1969 1970e 
Total Mmaror assets oh ce tae: 5,140 13 10.7 14.5 — 2,7 
of which: 
Cash and investments............ 328 13:3 —11.9 33:3 28.1 
Gross receivables................ 4,900 12 11.8 i | — Al 
consumer receivables? ......... 3,130 (Be 9.6 16.5 — 1.4 
business receivables®.......... 1,764 7.0 19.2 9.7 — 8.6 
Total major liabilities................. 4,090 6.7 9.7 14.7 — 5.1 
Bank yOaiiSnd.4-1cesuescied eerrechoeasohe 247 5.0 —13.1 25.2 — 38.7 
short-term paperic.e.n..-2.. 24 1,415 — 2.5 33,0 £75 — 81 
Loans from parent and 
affiliated companies............ 804 18.2 Des 19.7 — 6.1 
Long-term debt, with original 
term of more than one year..... 1,624 10.5 2:5 6.4 dis 
e: Estimate. 


(1) Includes receivables net of allowance for bad or doubtful accounts. 


(2) The percentage changes shown for 1969 and 1970 are not strictly comparable with those shown for the earlier period because of 
changes in the coverage of the series. 


LIFE INSURANCE COMPANIES. The pattern of investment by life insurance 
companies in 1970 was broadly similar to that in 1969. The growth in mort- 
gage investment by the industry decelerated further, mainly reflecting an earlier 
cutback in residential mortgage loan approvals. However, the volume of mort- 
gage loans approved for non-residential construction in 1970 remained at a 
relatively high level and there was a further increase in real estate investment. 
Total bond holdings increased by 4.2 per cent, mainly reflecting increased invest- 
ment in corporate bonds and short-term paper; investment in preferred and 
common stocks increased by almost 14 per cent, down from 27 per cent in 1969. 
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The growth in policy loans was again relatively large but the demand for such 
loans declined steadily after mid-year as credit became more readily available 
from other sources. For the year as a whole, total assets grew at a slightly higher 
rate than in 1969, as shown in the following table. 


SELECTED CANADIAN ASSETS OF 
SIXTEEN LIFE INSURANCE COMPANIES” 


Percentage increase 
Millions of 
dollars Average 





Dec. 1970e 1964-67 1968 1969 1970¢ 
‘otal ‘Ganadianzassets... ...0s. 804s. 12,770 6.3 5.9 43 4.5 
of which: 
Government of Canada bonds...... 315 — 15.8 1.4 Sl 2.6 
Provincial and municipal bonds.... 1,345 — 0.8 0.6 — 3.8 — 0.4 
Corporate bonds®............... 2,520 8.1 2:6 — 2.0 7.0 
Mortgage loans 232, 2 ose ate. 6,320 8.2 6.3 4.0 1.8 
Rp atestalee bo toe.) Wace 5s We 600 9.4 6.8 13.2 12.6 
POUCVMOANS nee tr Shae ea 654 6.2 14.9 19.3 14.9 
Preferred and common stocks..... 820 21.0 24.6 27.0 13.9 
e: Estimate. 


(1) Relates to the life branch assets of 16 life insurance companies whose net premium income in Canada in 1969 was 80.1 per cent 
of the total of all companies registered under the federal insurance acts. 


(2) Includes short-term paper. 


SECURITIES MARKET FINANCING 


There was a substantial increase in the amount of new money raised in 
domestic capital markets by means of bond issues during 1970. The Govern- 
ment of Canada obtained about $2.0 billion (including treasury bills and Canada 
Savings Bonds) from domestic sources in 1970 compared with $0.3 billion in 
1969. Details of the Government’s debt management operations are given in 
the following section. 


While the provinces’ and municipalities’ net new bond issues amounted to 
$2.1 billion in 1970, little changed from the previous year, there was a quite 
pronounced shift from foreign to domestic bond market sources. In 1969 these 
borrowers raised over $1.0 billion abroad but in 1970 the amount was about 
$400 million, virtually all of which occurred before August. 

The total of net new issues of corporate bonds rose by nearly $600 million 
in 1970 to $1.5 billion with over 40 per cent of the funds being raised in the 
final three months of the year. Use of the equity and short-term paper markets 
both in Canada and abroad was substantially reduced in 1970 compared with 
previous years. 
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NET NEW ISSUES OF SECURITIES 


(millions of Canadian dollars) 


1968 
Funds Raised Through Net New Issues of: 
Government of Canada bonds and treasury bills™... L375 
Provincial and municipal securities............... 2.252 
COmpOtale DONS fae cite aie cee eden ee 932 
Corporate short-term paper...................... 406 
Golporate Stocks sac: 403 cee Ae on em ees» 554 
Total funds raised and supplied................ a OL9 
Funds Supplied by Increase in Holdings of: 
Bank of Canada 
Governmentof Canadane. 25. Ae ee 135 
Chartered banks , 
Government of Canada market issues........... 943 
Provincial and municipal securities............. 48 
Corporate Securities each) oo eae vate er ee 121 
otal chartered DankSs.205. < asekeccu tee ce: 1,112 
Non-bank financial institutions 
Government of Canada market issues........... 79 
Provincial and municipal securities............. — 20 
Corporate bonds and short-term paper..... ae 211 
COLDOLAIe SLOCKS \. oh ieee et 249 
Total non-bank financial institutions.......... 519 
Canada and Quebec Pension Plans 
Provincial and municipal securities............. 864 
Other residents 
GariadaoaVvinessCONUSw ata, vee eee ee 40 
Government of Canada market issues........... — 83 
Provincial and municipal securities............. 560 
Corporate bonds and short-term paper.......... 798 
COTDOrd Le SIOCKS 226 nie ee ete ee ko eee 129 
TOUAOtH Che ShCentS coc yee nee eee 1,444 
Non-residents 
Government of Canada market issues........... 261 
Provincial and municipal securities............. 800 
Corporate bonds and short-term paper.......... 208 
CORparate SIQCKS co) wea eee ne ae 176 
OfAl NON FESMICnIS\.. suet tenn scat 2 1,445 


e: Estimate. 


(1) Includes net new foreign currency issues which during 1968, 1969 and 1970 were +266, +14, —121 respectively. Excludes 


changes in holdings of Government accounts. 
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GOVERNMENT OF CANADA DEBT MANAGEMENT OPERATIONS 


The demands of the Government of Canada on capital markets for new 
funds rose substantially in 1970, reflecting the buildup of foreign exchange 
reserves and the shift in the Government’s fiscal position from a budgetary surplus 
to a deficit. Debt management operations in 1970 involved a net increase of 
$730 million in treasury bill issues and $573 million in Canadian-pay marketable 
bond issues. Some details are provided in the table on page 62. In addition, 
net proceeds from Canada Savings Bonds amounted to $714 million in the year. 

The amount of three-month and six-month treasury bills issued at regular 
weekly auctions was increased from $160 million early in the year to $210 million 
by the end of December. Special auctions of longer-term bills were held on 
three occasions. The special issue dated May 15 which consisted of $250 
million of 273-day and 364-day bills was specifically designed to provide for part 
of the financing of the accumulation of foreign exchange. 

Canadian dollar marketable bonds were issued on six dates during 1970 for 
a total amount of $2,725 million against retirements of $2,152 million. The 
bonds offered were short and medium term but three maturities provided investors 
with an option to extend the term by an additional ten to twelve years. The 
emphasis on the short-term and medium-term instruments was designed to limit 
the impact of the Government’s demands on the long-term market, partly in order 
to encourage other borrowers to make greater use of the domestic bond market. 

The May 1 financing operation included a $200 million advance refunding 
of conversion loan 44% per cent bonds due September 1, 1972 by an exchange 
with holders on a par for par basis for 7 per cent bonds due September 1, 1977, 
thereby reducing the amount of the 1972 maturity outstanding to $1,067 million. 

The 1970-71 Series of Canada Savings Bonds provided an average annual 
yield of 734 per cent for 11 years. The first coupon was 6.75 per cent and the 
highest coupons 8 per cent. The option of compounding interest was again 
offered to investors. The yield to maturity offered was less than on the 1969-70 
Series and roll-over from previous series was small. This issue became pro- 
gressively more attractive as the general level of interest rates declined and 
consequently cash sales established new records. Net sales in the fourth quarter 
of 1970 amounted to $1,026 million. Late in February the Minister of Finance 
announced that the sale of this series would be discontinued on March 5, 1971. 

Repayment was made of the Government’s 1968 borrowing from Italy. 
This included a note maturing in May equivalent to $35 million; the remaining 
notes equivalent to $73 million and scheduled to mature in May 1971 and May 
1972 were retired in advance in June. 

The changes in the distribution of the total funded debt among the four 
major categories of holders are shown in the table on page 63. 
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SUMMARY OF DIRECT AND GUARANTEED NEW ISSUES 
AND RETIREMENTS 
GOVERNMENT OF CANADA MARKETABLE SECURITIES* 





Amount 
retired 
Amount delivered (millions 
(millions of dollars Term to Yield to of dollars 
Date Issues offered par value) maturity maturity par vajue) 
1970 (payable in Canadian dollars) 
Feb. 15 8% June 1, 1971 75 1 yr. 34% mos. 8.11 
8% Oct. 1, 1974 200 4 yrs. 71% mos. 8.13 
215 285 
May 1 Treasury bills 150 210 days 6.80 175 
May 1 7% Feb. 1, 1973 150 2 yrs. 9 mos. 7.10 
714% Apr. 1, 1975 225 4 yrs. 11 mos. 7.40 
7% Sept. 1, 1977 200 7 yrs. 4 mos. (2) 
575 579 
May 15 Treasury bills 125 273 days 6.61 
125 364 days 6.60 
250 
May 15 14® 
July 1 614% Apr. 1, 1972 115 1 yr. 9 mos. 6.58 
614% July 1, 1973 150 3 yrs. 6.72 
744% July 1, 1975 260 5 yrs. 7.49 
525 445 
Aug. 15 714% Dec. 15, 1975 200 5 yrs. 4 mos. 125 
Ochi 614% Apr. 1, 1972 100 1 yr. 6 mos. 6.61 
634% July 1, 1973 200 2 yrs. 9 mos. 675 
714% Dec. 15, 1975“ 250 5 yrs. 214 mos. 71325 
550 450 
Nov. 27 Treasury bills 225 364 days Lo | 225 
Dec. 15 514% Dec. 15, 1972 100 2 yrs. 5.36 
6% June 15, 1974 200 3 yrs. 6 mos. 6.08 
7% Sept. 1, 1977 300 6 yrs. 844 mos. 6.90 
600 oo 
Dec. 29 Q(5) 
Total bonds B25 2,152 
Total treasury bills 625 400 
(payable in foreign currencies) 
Apr. 15 1(6) 
May 15 35 
June 24 730) 
Oct. 15 16) 


* Excludes three-month and six-month treasury bills. 

(1) Exchangeable at the option of the holder on or before April 1, 1974, for an equal par value of 8% bonds due October 1, 1986. 

(2) Offered in exchange for an equal par value of Government of Canada 414% bonds due September 1, 1972. 

(3) Cancellation of securities held by Purchase Fund of 544% August 1980 bonds. 

(4) eed eli es option of the holder from December 15, 1974 to June 14, 1975 into an equal par value of 8% bonds due 

ecember 15, : 

(5) Cancellation by purchase funds of the following Canadian National Railway bonds: $2.5 million of 514% December 1971; $1.1 
million of 5% May 1977; $1.6 million of 534% January 1985; $2.7 million of 5% October 1987. 

(6) Partial redemption at par of U.S.-pay 5% October 15, 1987 for the Sinking Fund. 

(7) Maturity of 534% Italian lira note issued May 15, 1968. 

(8) Cancellation of 54% May 15, 1971 and 6% May 15, 1972 Italian lira notes issued May 15, 1968. 
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GOVERNMENT OF CANADA DIRECT AND GUARANTEED SECURITIES 
ANNUAL CHANGE IN DISTRIBUTION OF HOLDINGS BY TYPE OF ISSUE 


(change as of December 31 — millions of dollars) 


1966 1967 1968 196911) 1970 
Bank of Canada 
TL RASHIY DUNS tere e Goat ie: — 200 132 — 85 26 144 
BONUS oreo ey ea. 201 202 220 144 39 
TOA Si en ee ee l 334 135 170 183 
Chartered banks 
UC ASUT VIOUS. Seat cre wes oe 198 175 403 — 28 598 
BONUG Ss eee gs oe SAR e — 3] 565 540 — 452 912 
Ota eee ee et eee 167 740 943 — 480 1,510 
General public 
MILEASUIVPOMES Sorccee x: ctl Be A i — 13 42 69 — 22 
OS eee ss cere a — 265 — 357 als 215 — 514 
Canada Savings Bonds............. 223 230 40 324 714 
ORS a Ses) esta ce ana ead eo lae — 29 — 140 297 608 178 
Government accounts 
RCASUIV DIS. Mhten  ere . e a 10 — 10 9 3 10 
BORIS etree a eee ts he, Sa), 281 — 24 161 45 — oF 
a G5) Oe ek ey ene en eee 291 — 34 170 48 — 27 
MOLAUCNAU Seas cae nul choakcwes 430 900 1,545 346 1,844 


(1) mcg ae: an increase amounting to $6 million in the value of foreign-pay securities as a result of the revaluation of the Deutsche 
mark. 
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Canadian Balance of international Payments 
SUMMARY 


There were major changes in 1970 in Canada’s international payments 
position on both current and capital accounts. The current account balance 
strengthened dramatically from a deficit of $750 million in 1969 to a surplus of 
$1,300 million. This development reflects in part an underlying trend towards 
larger trade surpluses which appears to have emerged during the 1960s, but it 
was also greatly influenced by strikes and other special factors which had an 
unfavourable impact in 1969 and a favourable impact in 1970 on trade in a 
number of important commodities. The trade surplus was also increased by 
the coincidence of a high level of economic activity in overseas countries and a 
period of slower growth in Canada, and by the fact that demand for imports in 
the United States was unusually well maintained in the light of economic de- 
velopments in that country. During the first five months of the year capital 
inflows continued to be substantial and official international reserves rose 
rapidly. At the end of May the limits then in effect for the exchange value of 
the Canadian dollar were suspended, and the Canadian dollar rose immediately. 
In the rest of the year there was an appreciable reduction of capital inflows, but 
the current account remained in substantial surplus and the exchange value of 
the Canadian dollar rose further. 


CURRENT ACCOUNT 


Canada’s merchandise exports rose by 13 per cent in 1970 following an 
increase of 10 per cent in 1969. In volume terms, the increase in Canadian 
exports was 10 per cent, somewhat higher than the growth rate for world trade. 
Labour disputes have distorted the pattern of trade over the past few years. 
At various times during the last three quarters of 1969 strikes in Canada sharply 
reduced exports of iron ore, steel, nickel and shipments of commodities through 
British Columbia ports. In the early months of 1970 exports were boosted by 
the pent-up demand for these commodities. Later in the year labour disputes 
curtailed exports of forest products, aluminum and automotive products. As 
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MERCHANDISE TRADE 
Quarterly — Billions of Dollars 


TOTAL 


Ratio Scale Arithmetic Seale 


Balance a 


Exports 








1968 1969 1970 





Exports. Balance 


On Soe 


Imports 








1968 1969 1970 1968 1969 1970 


WITH OTHER COUNTRIES 


Exports 
Balance 

















1968 1969 1970 
Seasonally adjusted at annual rates. 
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a result, most of the growth in exports in 1970 was concentrated in the first 
quarter of the year, but the demand for Canadian exports thereafter remained 
strong. Accelerating export prices contributed to the increase in the value of 
exports in the first five months of the year, but thereafter the rise in the exchange 
rate more than offset the increase in the foreign prices of our exports until late 
in the year. 


The strong growth in exports from 1969 to 1970 was shared by most types 
of Canadian exports; indeed, the only major exporters not recording substantial 
increases were the forest products, aluminum and automobile industries, and ex- 
ports of all these industries were affected not only by somewhat weaker foreign 
demand but also by serious work stoppages. Shipments of nickel rose by $350 
million, reflecting the post-strike catch-up, very strong world demand and a 
substantial increase in price. A high rate of shipments of iron, steel and copper 
was resumed in 1970, following the strike disruptions of the previous year. With 
the easing of restrictive quotas in the United States, sales of oil and gas rose 
sharply. Shipments of wheat and flour, which had dropped by about $200 
million in 1969, regained their 1968 level, as poor weather reduced crops in 
several major producing countries. The market for coarse grains was also 
strong in 1970. Another substantial increase was recorded in exports of manu- 
factured goods other than automotive products, but automotive exports rose 
very little because of the weak car market in North America early in the year 
and the strike in the autumn. 


Demand from overseas markets for Canadian exports was extraordinarily 
strong in 1970. Shipments to Britain, which had shown no significant increase 
after the early 1960s, rose by 34 per cent. About a quarter of the increase 
was in nickel, and the remainder reflected the growing demand for industrial 
materials and the gradual easing of the British measures designed to restrain im- 
ports. Exports to the buoyant economies of continental Europe rose by 34 per 
cent and to Japan by 27 per cent. Shipments to other overseas countries rose 
by 38 per cent, with more than one third of the increase being in wheat exports. 


Demand from the United States for Canadian exports was well maintained 
in 1970 despite the marked slowdown in the rate of growth in the U.S. economy. 
Total Canadian exports to that market rose by 4 per cent; non-automotive ex- 
ports increased by 6 per cent. Valued in U.S. dollars, non-automotive exports 
rose by 914 per cent, whereas total imports into the United States increased by 
i eper.cent: 


The value of merchandise imports declined by 1 per cent in 1970, following 
an increase of 15 per cent in 1969. Imports of automotive products, which 
had risen sharply in 1969 and earlier years, fell by 11 per cent in 1970; they 
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remained at about the 1969 levels in the first three quarters of the year, then 
dropped off sharply during the strike in the fourth quarter. Imports of other 
commodities rose by 2 per cent in 1970, somewhat less than the growth in 
domestic demand. Imports of consumer goods accounted for most of the small 
increase, while imports of machinery and industrial materials were only slightly 
higher than in 1969. 


In the latter part of 1969 and the 
first five months of 1970 both export CANADIAN TRADE PRICE INDEXES 
and import prices rose very rapidly. As Index 1968= 100 
the Canadian exchange rate began to 
appreciate in June, both export and 
import prices fell, but there was some 
upturn during the fourth quarter of the 
year. By the end of the year, import 
prices on average were slightly lower 
than a year earlier while export prices 
were very slightly higher. 

The surplus on Canada’s mer- 
chandise trade rose by $2,142 million 
in 1970, after falling by $515 million 








in 1969. The balance with all our ale — 1970 
major trading partners improved con- 
siderably. 


The deficit on non-merchandise transactions rose by $94 million from 1969 
to 1970 to reach $1,705 million. Sharply increased interest and dividend pay- 
ments and official foreign aid contributions were partly offset by substantially 
higher interest receipts, chiefly from increased earnings on the higher average 
level of official international reserves, and increased freight and shipping receipts. 
The deficit on travel payments increased slightly, the result of a growing deficit 
on overseas travel offset in part by a somewhat larger surplus on the travel 
account with the United States. 


As a result of these developments in merchandise and non-merchandise 
trade, Canada’s current account balance, which had moved from a deficit of 
$107 million in 1968 to a deficit of $751 million in 1969, swung to a surplus 
of $1,297 million in 1970. Of the $2,048 million improvement in 1970, $779 
million was in transactions with the United States and $1,282 million with 
overseas countries, and there was a decline of $13 million in gold production 
available for export. 
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CURRENT ACCOUNT OF THE BALANCE OF PAYMENTS 


(millions of dollars) 


1968 1969 1970 
With the United States 
Merchandise trade: exports...................... 9,116 10,499 10,953 
HM POMS ra ct ree eke 8,867 10,132 9,811 
Dalancenves san tawny 249 367 1,142 
Non-merchandise trade balance.................. —1,170 — 1,208 — 1,204 
Current account balances... ice ia — 92] — 84) -- 62 
With other countries 
Merchandise trade: exports....................0 4,421 45375 5,888 
TODOS tensa. chairs eae eka B29) 3,882 4,028 
Balance: comet kau ere a 1,126 493 1,860 
Non-merchandise trade balance.................. — 432 — 511 — 596 
GURTENt aeCOuNL Dalance@ 74 ona ete oe nee ae 694 — 18 1,264 
of which: 
WIUNFDIIGING a ee ee ee ee eee. 466 323 764 
OEGDSEUTODG smc a: catcwe ara el neem ee — 237 — 341 _ 29 
OUNeL COUNT ESaac ss atewace seee seats 465 — 529 
Gold production available for export................. 120 108 95 
Ocal Ciirrent account Dalance <a... ce oe coe — 107 oe 1,297 




















CAPITAL ACCOUNT 


The dramatic shift in the current account balance in 1970 was accompanied 
by sharply reduced inflows of capital and a large increase in official international 
reserves. Net inflows of long-term capital were $1,443 million lower than in 
1969, but net outflows of short-term capital were $860 million less and so the 
net inflow of capital in all forms declined by $583 million. 
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SUMMARY OF THE BALANCE OF PAYMENTS 
(millions of dollars) 


Annual 

3968 1969 as70 

GirrentsaccOunt pdlance...> 2465-8 ess eves — 107 — 751 eur 
Capital flows 

DOneeLicaDilate.. pc ee tere easier nea. ss 1,654 ey 814 

SHOLESCHINECADILAL Ss | See tities s Teil ae iby cat ext — 1,198 —1,441 — 581 

Potal eek Mi rh has. Bald te ceuie erates. £3.05 ia 456 816 233 

Allocation of Special Drawing Rights................ — — 133 

Increase in official international reserves............ 349 65 1,663 


Sales of new issues of Canadian bonds to non-residents were still the most 
important source of long-term capital inflows in 1970, though they were sub- 
stantially lower than the very high levels reached in 1968 and 1969. Although 
the interest cost to Canadians of new borrowings in the United States market has 
been as high as or higher than in the Canadian market since late 1969, some 
borrowers with large financing programmes have continued to make use of 
external sources of capital. However, new offerings of bonds in the United 
States were appreciably reduced after the first quarter, and this tendency was 
reinforced by the official request made of Canadian borrowers in October that 
they explore carefully the possibility of doing their necessary financing in the 
Canadian market before having recourse to markets abroad. Deliveries of bonds 
in 1970 were about $350 million larger than offerings because of deferred 
deliveries of bonds offered earlier. Even so, total deliveries to United States 
residents dropped to $1,004 million in 1970 from about $1,300 million in 1968 
and in 1969, with a large part of the 1970 deliveries being concentrated in 
the first quarter. The interest-rate incentive to place bond issues in Europe 
diminished in 1970 and very few issues were offered after Euro-bond rates rose 
temporarily in the second quarter. Deliveries of new issues in Europe, which 
had exceeded $500 million in 1968 and in 1969, dropped to $192 million in 
1970. Retirements of Canadian bonds held by non-residents rose by $79 
million to total $474 million in 1970. 


Much of the remainder of the decline in net long-term capital inflows in 
1970 resulted from a shift in trade in Canadian equities. In 1969 Canadians had 
raised substantial sums in the United States through the sale of new issues of 
corporate stocks, but in 1970 such sales were relatively small. On balance in 
1969 Canadians had sold outstanding Canadian stocks to foreigners, but in 1970 
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CAPITAL FLOWS 


(millions of dollars) 


Annual Semi-annual 
1970 

LL t u 
Foreign direct investment in Canada....... 590 655 760 355 405 
Canadian direct investment abroad........ — 225 — 255 — 215 —170 — 45 
Canadian stocks: net new issues.......... 62 Zi2 73 44 29 
trade in outstandings. ... 114 53 — 155 — 8/7 — 68 
UC | RAM AM EDS eo.) ee Ses 176 265 — 82 — 43 — 39 

Canadian bonds: gross new issues to 
US. residents. 2.4. Lgoo 1,288 1,004 554 450 
GUICTS heen tea, ala 566 192 145 47 
OGL. Sah ohare a rece 1,850 1,854 1,196 699 497 
FOUrGMIOMING: pouty eres — 426 — 395 — 474 — 326 — 148 
trade in outstandings..... — 70 2 — 40 — 22 — 18 
lolal ae hec he ek Ae 1,354 1,461 682 351 331 
POTGIEN SECUITLIGS 45. on eae coe ee — 467 106 61 192 —131 
All other long-term capital............... 226 25) 1257392 — 85 — 307 
Total longsterm Capitals... s..2+..4.6.. 1,654 2,207 814 600 214 
Total short-term capital................ —1,198  —1,441 — 581 268 — 849 
OLA CADILALSOWSi cccencohy waren tee. ae 456 816 230 868 — 635 




















they bought Canadian stocks from foreigners. Canadians continued to reduce 
their holdings of foreign equities in the first half of 1970 but became net buyers 
again in the second half. After two years in which transactions related to export 
credits gave rise to only small net capital flows, advances for export credit 
financing rose markedly in 1970, producing a capital outflow. Foreign direct 
investment in Canada rose by $105 million while Canadian direct investment 
abroad declined by $40 million. 


Short-term capital flows responded to the marked change in interest rates 
abroad in 1970. Compared with 1969, when the very high interest rates offered 
for funds placed on deposit in the United States and Europe attracted a heavy 
volume of short-term capital from Canada, interest rates in foreign markets were 
appreciably lower in 1970 and outflows from Canada were much smaller. In 
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fact, during the spring, when the Canadian dollar was under some speculative 
pressure, there were substantial short-term capital inflows, but outflows resumed 
in the second half of the year. 


The foreign currency operations of the chartered banks gave rise to a net 
outflow from Canada of $122 million. In 1969 the net outflow was $506 million. 
In 1970 Canadians continued to place short-term funds abroad through other 
channels, though the flows were much smaller than in 1969. At the same time 
yields on hedged short-term finance company and commercial paper issued by 
Canadian borrowers continued to be higher than on comparable investments in 
the United States and non-residents added further to their holdings of Canadian 
paper. The balancing item in the balance-of-payments statistics, which is the 
difference between the direct estimates of the current and capital accounts, is 
included with short-term capital outflows and again represented large unidentified 
net payments to non-residents in 1970. 


EXCHANGE RATE AND OFFICIAL RESERVES 


In the first five months of 1970 the combined strength of the current and 
capital accounts put upward pressure on the Canadian dollar and Canada’s 
official international reserves rose sharply. When the maintenance of the official 
parity margins was suspended at the end of May, reserves were U.S. $853.4 
million higher than they had been at the beginning of the year, excluding the 
initial allocation of SDRs amounting to U.S. $124.3 million. In addition, 
U.S. $360 million had been acquired for future delivery so that the combined 
increase in spot and forward positions, excluding the SDR allocation, was about 
U.S. $1.2 billion. 

The exchange rate of the Can- 
adian dollar rose sharply at the begin- —_U.s. $ in Canada 
ning of June after the parity limits were 19 
abandoned. By the end of the month 
the Canadian dollar had appreciated by 


EXCHANGE RATE AND OFFICIAL RESERVES 
Cdn. $ in U.S. Funds 






Spot Exchange Rate ! ie 


more than 34 per cent, and by the end 
of December it had risen to 98.89 U.S. 
cents, an appreciation of 6 per cent. 
From the end of May to the end of 
December official reserves rose by U.S. 
$595 million, including U.S. $360 
million delivered under forward con- 
tracts undertaken before the end of 
May. A substantial part of the in- 
crease excluding deliveries on maturing 
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forward contracts occurred at the beginning of June. On January 1, 1971 
Canada’s reserves were augmented by the receipt of its share of the second 
allocation of SDRs in the amount of U.S. $117.7 million. Reserves rose a 
further U.S. $53.6 million to the end of February and the exchange value of the 
Canadian dollar at that time was 99.32 U.S. cents. 


The forward exchange rate for the 
Canadian dollar was at a small discount 
early in the year, moved to a large pre- 
mium in June and remained at an appre- 
ciable premium until late in the year. 

2 It then fell sharply and was at a con- 
siderable discount by February. 


FORWARD EXCHANGE RATE 


Expressed as a Per Cent per Annum 


90-Day Forward Spread 
on Canadian Dollar 1 


Premium Above Spot Rate 


a As part of the quinquennial revision 
Discount Below Spot Rate of IMF quotas, Canada’s quota was in- 
creased at the end of 1970 from the 
equivalent of U.S. $740 million to U.S. 
a ee ies re a $1,100 million. In accordance with IMF 
procedure 25 per cent of this increase 
was paid in gold and 75 per cent in Canadian dollars. This transaction increased 
Canada’s reserve position in the IMF and reduced official holdings of gold, but it 
did not affect the total holdings of reserves. 








OFFICIAL INTERNATIONAL RESERVES 


(month-ends — millions of U.S. dollars) 





Dec. Dec. May Dec. Feb. 
EE Ea a 
Foreign currencies 
UCN aLS ran ene nei hate a ra, 1,964.9 1,743.6 2,526.3 3,022.1 3,076.6 
ORTEIGUBLENCIES: Bea say k che ne 11.6 12:3 17.4 14.5 13.1 
CIOL eter ene ne ae ees 863.1 872.3 879.5 790.7 791.2 
special Drawing Rights... ..........> a a 138.1 182.1 299.8 
Reserve position inthe IMF........... 206.2 478.1 522-0 669.6 669.6 


PP SERACG 5 de sare s Seat NA ee 3,045.8 3,106.3 4,084.0 4,679.0 4,850.3 
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APPENDIX TABLE II 


BANK OF CANADA NET TRANSACTIONS IN GOVERNMENT OF CANADA 
SECURITIES IN 1970 


eR SASS SR SSS RE SS SS SS SS SL I a SS SEE 


(delivered basis — par value in millions of dollars) 


Net purchases from (+ ) or net sales to (— ) investment dealers and banks 
|e ASD SE LG SS EAE SE SLE I SEE TE EE ES IE I EE ILE EADS SEE SDS IED EEN 





Bonds) 
Treasury Syears Syears  Syears Over billsand under 

bills & under 05 _to10 10 years bonds PRA 
yf Ween See (tener oe + 19 - ~ - ~ + 19 — 37 
eo OREN Reet s — 1 +5 —29 ~ - — 24 - 
VAs bicia coats aah — 25 + 2 — 2 — 1 - — 26 - 
IND ions keke ens ah os + 1 - + 5 +1 + 5 + 11 +31 
MAY a oles cree ge + 8 —25 +36 + 7 +10 + 35 —31 
Dilecer ee eat ak Pals py etal: = 2 al ST eat 
HV dna eR none + 85 —15 — 46 - - + 24 — 20 
Les As eee + 4 ~ - — 1 - + 3 + 7 
SED ere) mame ae ies + 7 - - ~ ~ + 7] —17 
OCh ates te 2 oncteo aes: + 4 - + 3 ~ + 7 ~ 
NOM INae ces Nabe he he + 10 - - - +5 + 15 - 
DGGi tice pene re ae +126 +32 — 8 —18 - +133 + 7 
LOE eer reser +246 —17 — 43 — 9 +21 +198 — 30 


(1) Classified by years to maturity at time of transactions. 
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Net transactions with Government and other client accounts 


Net purchases from (+) or net sales to (— ) 








Purchases SSeS Le ay ee oe Net change in holdings of 
fee etccaihiclimiiae ae leivestrnient Acct. (fund cllent sccwustsiils (ell ei eoeaccarities AEE 

bills bonds bills bonds bills bonds bills bonds total 
+ 22 u ees <0 0he) a? ae ee 
jae 1: _ : 2.5 Gol jonczeh) ar mort PLU yl pae373 Seumece le 
+14 : - 2 = ADs et Shek | oe 95209 aie Wee BENG 
Le 4 SoG) <= AS) has ant tohe Sek Mine COMET 

i Wey) Semen A Gey Ac 2A sicy peer nr) ae Oe Rd 
18: : = - ay eae ee iets pire Oi 
+129 + 58 : : =. ae OTe ere 
Usi ee eee = rope ay !CaNoge Ween bpmee eae 
a; Y : : Aah hale at ees EY reli ty open FE 
DE : : : SP Seer barn sth 1 rr Ngee ness 
tei : z i ee Oe es | 
+48 444 : z nf ak Yan! Sisal Fo ect 

342-4179 -  -1 = 485 60 $144 439 $183 
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APPENDIX TABLE III 


GOVERNMENT OF CANADA FINANCIAL ACCOUNTS 
(millions of dollars) 


Calendar Calendar Calendar 
1968 1969 1970 








1. Budgetary surplus: (= ) Of Genes sere) ee ay os on 733 — 609 166 
Adjustments for national accounts basis: 
Funds borrowed (—) from: 


Public service superannuation accounts.................. — 508 — 565 — 654 
Unemployment insurance and old age security funds...... — 8/ —131 172 
All other adjustments to national accounts basis (net)....... —105 532 328 
2. National accounts basis surplus (—) or deficit.............. 33 —773 12 
3. Increase in major loans and advances to: 

Central Mortgage and Housing Corporation............... 394 468 552 
Farm. Gredit Corporauion: 2 tee en ee ae isk 96 57 
CNR (incl. Air Canada, excl. debt refunding).............. 130 116 120 
Export Development Corporation........................ 42 30 51 
Municipal Development and Loan Fund.................. 7 — 7] — 9 
Canadian Broadcasting Corporation...................... 12 15 14 

1967 World Exhibition (incl. guaranteed notes)............ 8 = = 
National govenimentS:0 2 wesw ene ee wae ates ene ee 61 37 88 
PLOvinclal Soverniments.©. 2. ate 1. ree ea ae 61 ve 28 
GUIGT Melee mete Peal: Cee Aad uA rida as thee Amma 50 45 54 
SUD=tOL a Sper e tec pe Tet Otek ee Ct ar eee 896 828 955 


4. Canadian dollars required to finance increase in Government’s 
foreign currency assets (or reduction in liabilities): 


Advances to the Exchange Fund......................... 529 — 207 1,399 
Holdings of IBRD and Columbia River Treaty bonds....... — 78 — 32 — 32 
Subscriptions and advances to international agencies...... 30 30 395 
Foreign-pay securities (outside Gov’t accounts)........... — 266 — 14 ial 
Demand notes payable to international agencies........... —229 229 — 301 

SED ELOAL Mean omelnean 7, 14 mre co shear aes late — 14 6 1,582 


5. Funds required for net increase in other assets or reduction 
in other liabilities ©: 


RolUpCaplecomporation Tax aw, mes oe we oe 5 Wee ea ae 82 110 44 
Excess of accrued corporation income tax over collections (2 214 —475 — 405 
Allvother assets:and abilities. oc 20 3 oe cco ern econ ae — 162 — 93 — 281 

SSUTTOBE (10 | he Gore Oe ate co AUR MI A 134 — 458 — 642 


6. Total Canadian dollar financing requirements (sum of 
HGWIS 2 Oran Ole treed. wn een rt waltiee sea 1,049 — 397 1,907 


7. Total Canadian dollar financing requirements were met by: 
Increase (+-) in Canadian dollar securities outside 


Government accdunts: «sents Meee ne ee vate crass 1,109 278 1,992 
Reduction (++) in Canadian dollar cash balances.......... — 60 — 675 — 85 
mOtalita= (ENO) uss eres ee eee rer Genre ns tear 1,049 — 397 1,907 


(1) Apart from those shown in Item 7. 
(2) A contra amount is included in “All other adjustments to national accounts basis (net)’’ shown in Item 1. 


78 


APPENDIX TABLE IV 


MAJOR SOURCES OF FINANCING: FEDERAL, PROVINCIAL AND 
MUNICIPAL GOVERNMENTS AND THEIR ENTERPRISES” 


(millions of dollars) 


1968 1969 1970 
Government of Canada sie apt oer 
Increase in securities outside Gov’t accounts: 
OCP STR AL SS OI lah A> een a 360 67 720 
Canadian-pay market bonds................... 709 — 113 558 
Candia saVinestDONUS. see et oo aos x os ere 40 324 714 
Rs COLG Omen Mer a ce ate he pte eis 44s 1,109 278 1,992 
Increase (—) in Canadian dollar cash balances..... — 60 — 675 — 85 
ST FS eae ta SUR od NE a 1,049 — 397 1,907 
Provincial and Municipal Governments 
Increase in outstanding Canadian-pay bonds: 
purchased by Canada and Quebec 
PONSION Pia (ONdSac ee ey oe Ooo ry we 864 1,005 1,062 
other Canadian dollar issues................ ok 454 209 712 
Increase in loans from: 
Chatteled DARKS ee rsh wel te.’ AN aa eg = 3 54 — 35 
Government of Canada 
(including CMHC and MDLF)................. 241 149 244 
Increase in provincial short-term paper outstanding. 30¢ — 30¢ — 10° 
Increase in foreign currency issues outstanding..... 904 1,021 371 
Total provincial-municipal borrowing®.......... 2,490 2,408 2,344 


e: Estimate. 

* To obtain a total of combined federal, provincial and municipal financing without double counting, loans from the Government of 
Canada to the provinces and municipalities would have to be eliminated, as well as changes in provincial-municipal holdings of 
Government of Canada securities. 

(1) Excluding net new foreign currency issues of the Government of Canada which during 1968, 1969 and 1970 were + 266, +14 and 
—121 respectively. 

(2) To the extent that we have not been able to identify purchases by provincial government accounts of provincial or municipal 
securities the total of provincial-municipal financing is overstated. 
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BANK OF CANADA STATEMENT OF INCOME AND EXPENSE 


Income 


YEAR ENDED DECEMBER 31, 1970 
(with comparative figures for 1969) 


(thousands of dollars) 


On investments, including deposits...........ccccccccccecs 


UL AMCOING Een ie ite etek Oh ec he teres Soars oe ees 


Expense 


Salaries 


eoeeer oe eer eee ee oeeeoseeeseaeeereseereoeeseer eee eae e8 


Contributions to pension and insurance funds............... 


OliGlestAUTCXDONSCS oe. Uae, oy ces ee ac rudy era 


Directors’ 


LES wrap aici ee NC ee a 


AM IROLS” [66S: aNd EXPENSES. 5 oo 4.4 « sccrrracrsrerarvasows 


Taxes — municipal and business. ..........02.0.000000-e0s 


R.C.M.P. guards and security protection.................... 


DankenOrercostS reteset oes sok sy tric ntun k's aleteen 


Data processing and computer costs.....................0. 


Maintenance of premises and equipment — net............. 


Printing and other costs of publications........... erating 


Otten printing and stationery, 2... ..oc ss ooh ea dee 


ROSta0e ANG CXPIeSS Pea BOY Beas, o.oo tables Geueeb aes 


MelopnOnes anu telegl ans. ves a, vs oe is ene graces ties eae 


meaveland Stall transterSixeoet).. occ ce eles oe cee 


Depreciation of buildings and equipment.................. 


Net Imcome Paid to Receiver General for Canada,....... 


(1) The number of staff averaged 1,106 in 1970 and 1,065 in 1969. 
(2) Includes overtime pay, medical services and cafeteria expenses. 





$274,349 








HA 


7,563 
1,877 
560 
28 
105 
1,475 
278 
7,611 
436 
1,148 
toy 
262 
274 
268 
344 
83 
361 


$ 22,880 


1,176 
250,293 


$274,349 


$247,450 








$ 6,899 
215 

469 

27 

104 
oi 
265 
5,043 


246 


$ 17,800 
915 


228,/35 


$247,450 
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BANK OF 


ASSETS 


Deposits im foreigm currencies: 


Pounds: Sstening and. US Aidoliarsice se ee oes weed cee 
UIE ICU OCICS ie ace er ee Lee re ee anv eee ent tn eas 


Cheques on other banks..... 2.0... 0... cc ccc cee cc cee ee eens 
Advances to chartered and savings banks ..................- 


Accrued interest om imvestmemnts............0 0.0.00 cee e cece 


Bilis bought in open market, not including 


treasury bills, at cost... 26605665 joc ae eases aise 


Investments — at amortized values: 


PreasulysDHiS Oi eataday sung eer ee oes etek ve Rune warn 


Other securities issued or guaranteed by Canada 


MAtUING WIENIM AMES Yoats: leas tetra ene 


Other securities issued or guaranteed by Canada 


not maturing within three years....................ceeeee 
Debentures issued by Industrial Development Bank.......... 


Securities issued by the United Kingdom and the 


Unitedsstates:orrnmerica 2.2 0c 8 he ee 


Other securities 


industrial Development Bank: 


Total issued share capital, at cost (note)..................0. 


Bank premises: 
Land, buildings and equipment 


Cost less accumulated depreciation....................05. 


Net balance of Government of Canada 


collections and payments in process of settlement ........ 


Other assets 3.6 1 coon eines Ri Oe ee ae 


eeoeceeec eee eee ere reer cere eer e eee ee eee ore eee 


CANADA e@ STATEME 


1970 


> 957,750 
203 


Di jo0e 


335,697 


64,416 


621,193 
1,702,569 


1,917,503 
415,599 


136,534 
2,633 


4,796,031 


54,000 


28,980 


64,785 
3,527 


$5,404,989 


1969 


$ 79,134 
247 


79,381 
88,924 
900 


60,417 


2,980 


477,687 
1,929,646 


1,650,476 
351,344 


81,233 


4,490,386 


52,000 


24,152 


88,165 


1,401 


$4,888,306 


Note: The audited financial statements of the Industrial Development Bank as of September 30, 1970 show an equity of $74,240,425 
at which date the Bank of Canada’s investment in the share capital was $53,000,000. 


A. J. NORTON, Chief Accountant 


L. RASMINSKY, Governor 
Ottawa, Canada, January 28, 1971. 
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SSETS AND LIABILITIES 





AS AT DECEMBER 31, 1970 
(with comparative figures as at December 31, 1969) 
(thousands of dollars) 


LiABILITIES 


1970 1969 
MS MraRE As SALERNO ee et cele ar face skiers Rati © $ 5,000 $ 5 000 
BRO SE LTERNR EE ee ete ere ee ee eee ot wis we atom ait 25,000 25,000 
Notes in circulatlot.. 2055 f605 66 cs csb sc pokes sce s cues e eter 3,032,547 3,446,176 

Deposits: 

GOVGNMENCOL UANAGS 5 eke, Sere ates Ares case wos octatka eae 227,968 80,931 
CH Aarte CCL aS) eee hem re witer st ates islet cnc eas whet 1,176,434 1,108,815 
ORO Ue MR Oe ae Met a he Pein cio sess Mes ST eshenia eb aK oa By oor 42,030 
1447309 T2316 
Liabilities in foreign currencies: ca vy, 
GOVECMINEnUOl Calladai2. mun caters eck) ch ahenye ne sie cence a 327209 22,688 
CHANEL Rye as nel SAE api Mena pS pote rig ep eae Ea Bae 953 
32,587 23,641 
Bank of Canada cheques outstanding...............-.-.--- 264,981 155,022 
Gther, tsbilitless: ae ae kas a eae wa ses ls Dios 1,691 
$5,404,989 $4,888,306 


Auditors’ Report @ We have examined the statement of assets and liabilities of the Bank of Canada as at December 31, 1970 
and the statement of income and expense for the year then ended. Our examination included a general review of the accounting 
procedures and such tests of accounting records and other supporting evidence as we considered necessary in the circumstances. 

In our opinion these financial statements present fairly the financial position of the Bank as at December 31, 1970 and the results 
of its operations for the year then ended. 


A. JOHN LITTLE, F.C.A. MAURICE SAMSON, C.A. 
of Clarkson, Gordon & Co. of Samson, Bélair, Coté, Lacroix et Associés 
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Board of Directors 


L. RASMINSKY, C.C., C.B.E. 


J. R. BEATTIE 


P. A. ARCHIBALD 
E. G. BYRNE, Q.C. 
R. W. CAMPBELL 
W. R. JENKINS 

S. KANEE 

S. G. LAKE 


J. L. LEWTAs, Q.c. 


D. F. MATHESON 
MAURICE RIEL, Q.C. 
D. W. SLATER 


J. TASCHEREAU 


A. WALTON 


OTTAWA 
Governor 
Member of the Executive Committee 


OTTAWA 
Deputy Governor 
Member of the Executive Committee 


ANTIGONISH, N.S. 
BATHURST, N.B. 
CALGARY, ALTA. 
CHARLOTTETOWN, P.E.I. 
WINNIPEG, MAN. 
BURGEO, NFLD. 


TORONTO, ONT. 
Member of the Executive Committee 


YORKTON, SASK. 
MONTREAL, QUE. 
TORONTO, ONT. 


QUEBEC, QUE. 
Member of the Executive Committee 


VANCOUVER, B.C. 


EX-OFFICIO 


S. S. REISMAN 


OTTAWA 
Deputy Minister of Finance 
Member of the Executive Committee 
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Officers 


L. RASMINSKY, C.C., C.B.E., Governor 
J. R. BEATTIE, Senior Deputy Governor 


R. B. McKipsin, Deputy Governor L. HEBERT, Deputy Governor 
R. W. Lawson, Deputy Governor G. K. BouEy, Deputy Governor 
L. F. Munpy, Director of Administrative Operations B. J. DRABBLE, Adviser 
G. HAMILTON, Secretary 
R. F. Hirscu, Auditor A. Rousseau, Chief Accountant 
D. A. THOMPSON, Assistant Auditor 
SECURITIES DEPARTNMEN T 
D. J. R. Humpureys, Chief 
A. CxLarKk, Deputy Chief J. M. ANDREWS, Deputy Chief 
J. A. J. Bussizres, Deputy Chief D. G. M. BENNETT, Deputy Chief 
A. W. NOBLE, Securities Adviser F. Faure, Securities Adviser 
R. C. PaGE, Securities Officer C. G. Perry, Securities Officer 
J. M. McCorMack, Securities Officer 
Toronto Division Montreal Division 

J. T. BAXTER, Chief T. G. BoLanpb, Chief 
V. O’REGAN, Deputy Chief J. E. J. CLEMENT, Deputy Chief 


J. KIERSTEAD, Securities Officer 
I. D. CLUNIE, Securities Officer 
T. NOEL, Securities Officer 
H. JANSSEN—Vancouver Representative 


RESEARCH DEPARTMENT 


J. N. R. WILSON, Chief 
I. A. STEWART, Associate Chief 


D. B. BAIN, Assistant Chief A. G. KEITH, Assistant Chief 
T. I. Norton, Industrial Adviser Miss D. J. POWELL, Special Assistant 
P. R. ANDERSEN, Research Officer D. R. STEPHENSON, Research Officer 
F. W. GorBET, Research Officer Miss H. Coste._o, Librarian 
P,. ADAMEK, Manager, Information Systems Miss K. E. Dawson, Assistant Librarian 


C. E. STRIKE, Graphics Officer 


DEPARTMENT OF BANKING AND FINANCIAL ANALYSIS 


G. R. Post, Chief 
G. G. THIESSEN, Assistant Chief 
J. E. H. Conner, Research Officer W. K. GRIFFITHS, Research Officer 
J. F. DINGLE, Research Officer J. S. VACHON, Research Officer 
Mrs. S. G. ELLIs, Statistics Officer 
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Officers 
(Continued) 


INTERNATIONAL DEPARTMENT 
ALAIN JUBINVILLE, Chief 


W. A. McKay, Deputy Chief A. C. Lorp, Deputy Chief 
G. S. Watts, Research Adviser A. F. PIPHER, Foreign Exchange Adviser 
Miss E. M. WuyTE, Assistant Chief A. C. Lams, Research Officer 


DEPARTMENT OF PERSONNEL ADMINISTRATION 


H. A. D. Scott, Chief 
P. D. SMITH, Associate Chief 


G. A. LAFRAMBOISE, G. H. KIMPTON, 
Chief, Manpower Resources Division Chief, Compensation Division 
E. L. JOHNSON, Personnel Officer Miss M. L. KEIGHTLEY, Personnel Officer 


A. W. BLEvins, Chief, Payroll Records 


DEPARTMENT OF ADMINISTRATIVE OPERATIONS 
A. J. BAWDEN, Chief 


R. F. ARCHAMBAULT, Deputy Chief S. V. SUGGETT, Special Assistant 
M. Morin, Administrative Officer E. B. HopcE, Superintendent of Premises 
Currency Division: H. F. BUTLER, Chief Public Debt Division: H. W. THOMPSON, Chief 
T. D. MacKay, Deputy Chief A. J. NorTON, Deputy Chief 
J. H. GAGE, Accountant R. F, PRITCHARD, Assistant Chief 


SECRETARY’S DEPARTMENT 
G. HAMILTON, Secretary 
C. H. RICHARDSON, Deputy Secretary 
I. G. L. FREETH, Chief of Computer Services 
S. S. CARROLL, Curator, Numismatic Collection 


Agencies 
® 


Halifax, G. R. BONNER, Agent 
Saint John, N.B., J. C. FRASER, Agent 


Montreal, J. E. R. ROCHEFORT, Agent 
R. MARCOTTE, Assistant Agent 


Ottawa, J. K. FERGUSON, Agent 


Toronto, D. D. NorRwIicH, Agent 
H. PRowSE, Assistant Agent 


Winnipeg, L. G. ROWE, Agent 
Regina, J. F. SMITH, Agent 
Calgary, W. H. Pyatt, Agent 
Vancouver, J. C. NESBITT, Agent 
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| ANNUAL REPORT OF 
THE GOVERNOR TO THE 
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Bank of Canada+- Banque du Canada _ ottawa K1A0G9 


Hebruary 29th, 1972, 


Pheshon ws OunaN werner... C.; 
Minister of Finance, 

Ottawa, Ontario. 

Dear Sir, 

In accordance with the provisions 
of the Bank of Canada Act I am transmitting 
herewith my report for the year 1971 and 
a statement of the Bank's accounts for this 
period which is signed and certified in the 
manner prescribed in the by-laws of the Bank. 


Yours very truly, 


L Qpanies ua, 


Governor 
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BANK OF CANADA 


Report of the Governor — 1971 


SOME HIGHLIGHTS OF THE YEAR 


Introduction Page 
Monetary Policy 

Some Problems of Economic Management 

The International Monetary System 


THE INTERNATIONAL ENVIRONMENT 


Developments in the United States 
Developments in Overseas Industrial Countries 
International Trade and Balance of Payments 
International Capital Flows 

International Monetary Developments 


ECONOMIC DEVELOPMENTS IN CANADA 


General Review 
Regional Developments 


FINANCIAL DEVELOPMENTS IN CANADA 


General Review 
Bank of Canada Operations 
Financing by Major Borrowing Sectors 
Non-financial Business 
Consumer Sector 
Mortgage Borrowing 
Government Financing 
The Structure of Financing in 1971 
Chartered Banks 
Trust and Mortgage Loan Companies 
Credit Unions and Caisses Populaires 
Life Insurance Companies 
Sales Finance and Consumer Loan Companies 
Net New Security Issues 
Net Capital Inflow from Abroad 
General Public Holdings of Financial Assets 
Government of Canada Debt Management Operations 


APPENDIX TABLES 

BANK OF CANADA FINANCIAL STATEMENTS 
BOARD OF DIRECTORS 

OFFICERS 

AGENCIES 
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Some Highlights of the Year 


The Canadian economy expanded strongly in the course of 1971 but un- 
employment remained high. For a time major disturbances in the international 
trade and payments system appeared to threaten our economic advance, but by 
the end of the year marked progress had been made in removing some of the 
most serious uncertainties. We have entered 1972 with more than a year of 
firm growth behind us and with the prospect that this will continue. 

Since the early months of 1970 the primary emphasis in economic policy 
has been on encouraging expansion. Monetary and fiscal policy have been set 
to promote rising levels of output and this continues to be their present posture. 
On the monetary side the usual indicators, whether interest rate levels, aggregate 
flows of credit in Canada or holdings of various monetary and other highly liquid 
assets, reflect the ease of credit conditions. 

Output in Canada has responded to the impetus given by fiscal and monetary 
policy over the past two years, though not all sectors have shared equally in the 
stronger pace of expansion, and the current account in our international trans- 
actions has recently moved from surplus to deficit. In real terms the Gross 
National Product has been rising at an average rate of 6 per cent a year since 
the third quarter of 1970—a rate in excess of the long-term growth path of the 
Canadian economy. ‘This is a considerable achievement in the light of the rather 
hesitant character of the economic expansion in the United States. 

Despite the large increase in output and a rise in employment which ex- 
ceeded 3 per cent in the course of 1971, the seasonally adjusted rate of un- 
employment in January 1972, though down from its highest levels, was still in 
excess of 6 per cent. The persistence of high unemployment has been a source 
of general concern, and on many fronts economic policies continue to be directed 
towards relief of the problem. Another matter of concern is that the pace of 
cost increases remains high and price increases have become somewhat larger in 
recent months. 


MONETARY POLICY 


At the beginning of 1971 the easy state of credit conditions that had de- 
veloped in Canada during the previous year was clearly evident. Both long- 
term and short-term interest rates were well below the high levels reached a 
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year earlier. Total bank assets had been rising at a pace that enabled the 
banks to add to their holdings of liquid assets and at the same time to accom- 
modate rising loan demands. Increases in both the total of currency and 
chartered bank Canadian dollar deposits and in the general public’s holdings 
(i.e., excluding Government deposits) had accelerated during 1970, and the 
rapid expansion of the banking system had been accompanied by easier con- 
ditions and larger flows of credit throughout the financial system. Thus, 
mortgage lending had picked up sharply and a high volume of long-term securities 
was being sold in the Canadian market. 

Credit conditions remained easy in 1971. Although most interest rates 
moved up from the low points touched in the first quarter, they declined in the 
last few months of the year, and at the end of 1971 were at roughly the same 
levels as in the early part of the year. This occurred despite the very large 
borrowing requirements of the federal and provincial governments and the rising 
credit demands of other borrowers. The movement of interest rates in Canada 
reflected a number of forces, including broadly similar interest rate develop- 
ments in the United States. The Bank of Canada’s operations were, of course, 
an important influence enabling the rising credit demands of both the public 
and private sectors of the economy to be accommodated without sustained up- 
ward pressure on interest rates. 

Developments in Canada’s external payments, as well as in world payments 
as a whole, had an important impact on our situation and therefore on the 
management of economic policies. In the prevailing circumstances, I regarded 
it as an important policy objective to avoid contributing to undue appreciation 
of our currency. This would have exacerbated the difficulties of important 
export and import-competing industries and impeded the expansion of eco- 
nomic activity. 

The problem of adjusting to changes in our balance of payments is not a 
new one. In the latter part of the 1960s there had been a tendency in Canada 
for the deficit on current account to decline and for the inflow of long-term capital 
to rise. As a result, our combined current and long-term capital accounts 
showed large surpluses, which were mainly offset by outflows of short-term 
capital. During 1970 a sharp improvement in our trade position was reflected 
in a swing on current account to a surplus of over $1 billion from a deficit of 
nearly $1 billion in the preceding year. In 1971 the current account balance, 
though considerably reduced, was still in surplus to the extent of $225 million. 
Following on the earlier strengthening of our basic position to which I have 
referred, the change presented Canada with the major challenge of bringing about 
the necessary adjustment in the pattern of capital flows. Whatever the future 
may hold—and there are signs that a deficit on current account is re-emerging 
—it was the case in 1970 and to a lesser extent in 1971 that the surplus on 
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current account implied the need for an offsetting net export of capital, or an 
increase in exchange reserves, or a rise in the level of the Canadian dollar in 
the exchange market. In the event, the accommodation to our changed external 
situation included all three elements. The value of the Canadian dollar rose 
and we added to our foreign reserves, but a large part of the adjustment was 
accomplished by a shift in our international capital movements. This shift in 
turn necessitated major changes in the scale and structure of financial flows with- 
in Canada. The magnitude of what was needed, and of what was in fact 
accomplished, is impressive. In 1971 provinces, municipalities and business 
corporations raised a total of $3.5 billion by net new issues of bonds in the 
market. Of this amount, only $0.4 billion was in the form of foreign currency 
issues. Two years earlier when net new bond issues of these borrowers totalled 
$2.1 billion, the net issue of foreign currency bonds was $1.4 billion. Thus the 
sales of Canadian dollar issues rose from $0.7 billion in 1969 to $3.1 billion 
in 1971. 

The adjustment in our international capital account was assisted by the 
relatively easy credit conditions encouraged by Bank of Canada policies. These 
conditions facilitated the placement of long-term securities in the Canadian 
market and the transfer of financial business from foreign markets. This whole 
process has involved a substantial increase in financial intermediation in Canada, 
that is, increased borrowing and lending through financial institutions. Since a 
large part of financial intermediation occurs in the banking system, the process 
naturally contributed to the high rate of increase in the monetary aggregates 
which occurred last year. 

The change in our capital account, which was necessary if pressure on the 
exchange rate was to be mitigated, was also helped by the response of Canadian 
borrowers to the request by the Minister of Finance that they explore carefully 
the potentialities of the Canadian market before offering securities for sale 
abroad. I continue to support that request and appreciate the response to it. 

In the first few months of 1971 interest rates remained low in Canada. 
The exchange value of the Canadian dollar was rising during this period, and 
in February it reached the highest point since it had been freed at the end of 
May 1970. In February 1971 Bank Rate was reduced in two steps from 6 per 
cent to 5% per cent and there was a further decline in short-term interest rates. 
Meanwhile, interest rates in the United States started to move up and continued 
to rise through mid-year. They also rose in Canada but the increase in short- 
term rates began later and was less rapid than in the United States. This de- 
velopment offered some relief on the exchange rate side as it reduced the incentive 
for capital to move to Canada. During the second quarter, particularly in June, 
there was a decline in the exchange value of the Canadian dollar. By this time, 
the buildup of liquidity in the banks and elsewhere in the system had proceeded 
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to a point where the Bank felt that some alteration in the stance of monetary 
policy could safely be made without fear that any lack of credit would dampen 
the economic expansion in progress. Therefore, looking to the future, the Bank 
adopted a somewhat less easy posture in the management of cash reserves towards 
the end of the second quarter in order to slow down the rapid accumulation of 
liquid assets by the banks. 

The announcement on August 15 of new policies to deal with the external 
and domestic problems of the United States economy injected a new element 
into the international economic situation. An immediate impact on Canada was 
to weaken confidence in our economic prospects, and this at a time when the 
unemployment rate was high and, as events were to prove, was to go higher still. 
In the light of this concern and of renewed upward pressure on the exchange 
rate (which reflected in part declining interest rates in the United States) the 
Bank of Canada welcomed and encouraged the tendency of interest rates in 
Canada to follow the downward trend that had begun in the United States in 
August. Bank Rate was reduced from 514 per cent to 434 per cent on 
October 25, and by year-end both long-term and short-term interest rates had 
declined substantially. 

Over the year 1971 asa whole, as I have indicated, chartered bank assets as 
well as the public’s holdings of monetary and other highly liquid assets increased 
very rapidly. For example, total currency and Canadian dollar deposits at 
chartered banks were 18 per cent higher in December 1971 than a year earlier 
and the increase in private holdings of currency and Canadian dollar bank 
deposits was 15 per cent. This rate of growth of the banking system was clearly 
larger than would be consistent over any prolonged period with sustainable 
balanced growth of the Canadian economy. But in the circumstances of 1971 
any appreciably less rapid expansion would have had effects on the cost and 
availability of credit and on the exchange rate that would have risked a dampen- 
ing of economic activity. An “evenhanded” approach, designed to achieve 
some particular rate of growth of any given monetary aggregate that might be 
sustainable over the years, would not have been helpful. 

During the past year or more bank loans have been rising very rapidly. 
Since the middle of 1971 Bank of Canada policy has been such that the banks 
have not been able, by and large, also to add to their liquidity as they had done 
over the previous year and a half. The reductions by the Bank of Canada in 
both December 1971 and January 1972 of the chartered banks’ secondary 
reserve requirement did not represent a departure from the policy of containing 
bank liquidity; rather these changes were of a technical nature as is explained in 
a later section of this Report. The monetary expansion that has occurred since 
the middle of 1971 has reflected very largely the increase in bank loans and other 
less liquid assets, and owes little to an increase in the banks’ holdings of liquid 
assets. This is illustrated in the accompanying charts, which show that while 
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total bank assets increased almost as rapidly in the second half of 1971 as in the 
first half, the increase in the banks’ holdings of liquid assets tapered off markedly, 
and that the ratio of these assets to total assets declined after the middle of 
the year. 

The trend of bank liquidity is of course subject to Bank of Canada policy, 
but changes in the banks’ liquid assets over the years are affected to an important 
degree by the size of Government of Canada financing requirements and by the 
extent to which these are met by sales of marketable securities. The large sales 
of marketable bonds together with increases in the amount of treasury bills 
outstanding in 1970 and the first half of 1971 were an important factor in the 
increase in bank liquidity during that period. By the same token, the success of 
the Canada Savings Bond campaign during the autumn of 1971 greatly facilitated 
the task of the central bank in keeping bank liquidity under appropriate control. 

It continues to be the objective of the Bank to encourage sustained economic 
expansion and a reduction in unemployment in Canada, and to ensure that this 
objective is supported by an adequate degree of monetary expansion. We con- 
tinue also to be mindful of the risks of inflation that would be involved if we 
approached the zone of full utilization of our resources with an excessive amount 
of liquidity in the economy. 


SOME PROBLEMS OF ECONOMIC MANAGEMENT 


As I have already indicated, the emphasis of economic policy in the past 
two years has been placed on expanding output and creating jobs. Important 
progress has been made but more remains to be done. 

Unemployment has remained disappointingly high. In 1971 the economy 
was still in the early phase of a cyclical expansion, a phase in which employers 
tend to meet increasing demands for their output by making more efficient use of 
their work force rather than by taking on additional employees. This tendency 
was no doubt reinforced by the continued high rate of cost inflation. The task 
of providing adequate job opportunities is particularly pressing in Canada owing 
to the rapid trend of labour force growth—more rapid than in other industrial 
countries—and particularly difficult by reason of the fact that this growth has 
involved a change in the structure of the labour force, with the entry of a sub- 
stantially larger number of young inexperienced people. 

The persistence of inflation is also a disquieting feature of our economic 
performance. It is true that over the past two years as a whole our price levels 
have risen less than those of any other industrial country. In 1971, particularly 
in the first half of the year, we had the benefit of a cyclical increase in productivity 
such as normally occurs at the beginning of periods of strong expansion, and it 
will not be possible to achieve an improvement in price behaviour unless the rates 
of cost increase also moderate. Despite almost two years of high unemployment 
and unused industrial capacity, a significant appreciation of the Canadian dollar, 
and the work of the Prices and Incomes Commission, there has not yet been 
enough moderation of costs to ensure a further slowing of price inflation. 
Indeed, some recent evidence discussed later in this Report seems to point in the 
other direction. 

It is clearly not an easy matter to reconcile reasonable price stability with 
high employment over an appreciable period of time and no country has found 
the answer. The problem has been made more difficult by the persistence of 
price increases over a number of years, which has given rise to widely held 
expectations of further inflation. Obviously, such expectations greatly increase 
the time required for costs and prices to respond to an easing of demand pres- 
sures. The high rate of inflation in the United States and other major industrial 
countries has added to our problem, and our task may be made easier in the 
future if the recent improvement in price performance in the United States and 
in some other countries is sustained. 

In respect of economic policy, the Standing Senate Committee on National 
Finance in its report on “Growth, Employment and Price Stability” emphasized 
that because there are long lags between policy action and the response of the 
economy, policy must anticipate the future course of the economy and not be set 
simply in response to the immediate situation. For the same reason, as the 
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Committee said, there are no “instant solutions” for economic problems. The 
Committee stressed that a broad understanding of these unavoidable facts of 
life—as well as a realistic setting of our economic objectives—would assist 
greatly in the formulation and in the acceptance of sound policy. I fully agree, 
and have frequently pointed out that economic policy must be prepared to move 
in either direction, with due regard for the lags involved in its impact on the 
economy. 


The task of monetary policy is to contribute as much as it can to the forward- 
looking management of aggregate demand in the economy. It may be that 
demand management will be found to need assistance from supplementary 
policies, such as price-incomes policies; but whether or not this proves to be the 
case good demand management will always be a necessary condition for the 
achievement of our economic objectives. 


THE INTERNATIONAL MONETARY SYSTEM 


The pressures of mounting imbalance in the international payments system 
erupted on August 15 with the announcement of the suspension of convertibility 
into gold of official holdings of U.S. dollars and a 10 per cent surcharge on 
dutiable imports into the United States. 

At the core of the international monetary problem was a vast deterioration 
in the international trade position of the United States and continued large 
exports of long-term capital. This disequilibrium had been growing rapidly for 
several years. It was accompanied by large flows of short-term capital generated 
by international differences in interest rates. As the size of the U.S. deficit grew 
and confidence in the existing structure of exchange rates eroded, these short- 
term capital movements were greatly augmented by flows of a speculative 
character. 

Following the U.S. announcement most of the world’s main currencies were 
forced to follow those of Germany, the Netherlands and Canada in floating. 
However, on December 18 agreement was reached in Washington among the 
members of the Group of Ten on a new realignment of exchange rates, with the 
Canadian dollar continuing to float. The agreement also provided for the 
widening of margins, an increase in the U.S. dollar price of gold, and the with- 
drawal of the U.S. import surcharge. 

This agreement was an important step in allaying fears that the postwar 
progress towards freer international trading arrangements would be interrupted, 
and in establishing the basis for a gradual restoration of sustainable balance in 
international payments. It was therefore very welcome in Canada for we are 
naturally much aware of the benefits which have flowed from the progressive 
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freeing of international trade, and we are commensurately conscious of the costs 
which would follow any departure from that course. 

The new exchange rates will contribute greatly to correcting the imbalance 
in world trade, but they must be given time to work. It is of great importance 
that in the pursuit of domestic objectives the mix of policies adopted by both the 
United States and the surplus countries should be such as to facilitate the pay- 
ments adjustment that is necessary. Moreover, in the field of international 
monetary arrangements, various changes in practices must be devised and agreed 
upon by members of the International Monetary Fund, as well as provision for 
the eventual convertibility of the U.S. dollar. There is thus a great deal to be 
done before we can be confident that we have emerged from the crisis of 1971 
with a well-functioning international monetary system and with stable trading 
relationships. 

** *K of 

In December 1971 we added to the flow of information we provide to the 
public by introducing a new monthly publication, the Bank of Canada Review. 
In addition to an enlarged and improved presentation of statistical material 
previously made available each month in the Statistical Summary, the Review 
includes articles published on the responsibility of an Editorial Board. I hope 
that the Review will prove to be a useful contribution by the Bank to the fuller 
public discussion of matters relevant to economic policy. 


* * * 


I wish to record the resignation, effective December 31, 1971, of Mr. J. R. 
Beattie as statutory Deputy Governor of the Bank and the appointment of 
Mr. G. K. Bouey to succeed him. 

Mr. Beattie joined the Bank on March 9, 1935—two days before it opened 
its doors. In the past 37 years he has made a signal contribution to the develop- 
ment of the institution and has set high standards of excellence in all his under- 
takings. The Directors of the Bank join me in this recognition of Mr. Beattie’s 
outstanding services to the Bank. 
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The International Environment 


The international environment in 1971 was marked by the resumption of 
economic expansion in the United States, a slowing in the growth of most of the 
other major industrial countries, some easing in price pressures as the year pro- 
gressed, and a reduced rate of expansion in world trade. A dominating feature 
was the growing imbalance in international payments in the form of a massive 
deterioration in the position of the United States and very large surpluses in 
several other industrial countries. The accompanying pressure on exchange 
markets eroded confidence in the existing structure of rates; it led to large flows 
of speculative capital and, for a time, to a widespread abandonment of the IMF 
system of fixed parities. In spite of the efforts of many countries to contain these 
large capital flows through financial policies and direct controls, there was a 
massive addition to official holdings of U.S. dollars. These developments cul- 
minated in December in a broad realignment of exchange rates. 


DEVELOPMENTS IN THE UNITED STATES 


Economic policy in the United States was confronted with an increasingly 
difficult combination of circumstances during the spring and summer of 1971. 
By the beginning of the year fiscal and monetary policies had already moved far 
in an effort to stimulate recovery: the fiscal position of the United States Govern- 
ment had gone into substantial deficit, there had been appreciable monetary 
expansion during the preceding twelve months, and interest rates were well below 
their levels of a year earlier. Despite these developments the economy failed to 
resume a vigorous pace of expansion. There was, to be sure, a strong rebound 
in the first quarter following the settlement of a major strike in the automotive 
industry late in 1970, but the growth in output slowed in the second and third 
quarters of the year to an annual rate of 3 per cent. Although housing con- 
struction continued its strong recovery, other sectors of demand moved up rather 
slowly. Consumer purchases of new automobiles rose from their relatively low 
levels of 1970 but the rate of personal savings remained high and the mood of 
consumers continued to be hesitant. Business attitudes remained extremely 
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cautious. Plant and equipment outlays stayed close to the levels of the previous 
year and there was little if any general rebuilding of inventories such as had 
marked the early stages of previous recovery periods. Defence expenditures 
continued to fall. As a consequence of these developments industrial production 
in the summer months was still below its level of a year earlier and appreciably 
below its peak in the summer of 1969, and unemployment remained in the 
6 per cent range that it had reached in the fourth quarter of 1970. 

Concern was growing during the summer about the prospects for prices. 
Although there had been some indication of better price performance, this was 
due in the first instance to a sharp squeeze on profits and later to a pickup in 
productivity. Profit margins were in the course of recovering in the first half of 
1971 and there was little sign of an easing in the rate of increase in average 
hourly earnings. Some signs of renewed acceleration in prices at the retail and 
wholesale levels had, in fact, appeared by mid-year. 

Another disquieting aspect of the economy’s performance in the first half of 
1971 was the increased growth of merchandise imports at a time when exports 
were almost static. During 1970, when the economy was in a slight recession, 
imports had risen by nearly 10 per cent; during the first half of 1971, despite the 
disappointing pace of domestic recovery, the growth of imports accelerated to an 
annual rate of 28 per cent. 

The economic programme introduced on August 15 contained a variety of 
measures designed to deal with these unsatisfactory elements in the performance 
of the economy. To provide additional stimulus to the economy and reduce the 
level of unemployment, the President recommended to Congress changes in a 
number of tax laws that, among other things, would provide for an investment 
tax credit on capital goods produced in the United States, repeal the excise tax on 
automobiles and advance the date of a scheduled increase in personal income tax 
exemptions. To check the persisting inflation of prices and costs the President 
invoked emergency powers to freeze virtually all prices, wages and rents for 
ninety days during which period a more limited and flexible system of controls 
would be devised. To deal with the worsening position in the balance of pay- 
ments, the President announced the Suspension of the convertibility of the U.S. 
dollar into gold and the imposition of a 10 per cent temporary surcharge on 
dutiable imports; concurrently the Administration revived a proposal to establish 
domestic international sales corporations (DISC) which would enable exporters 
to defer income tax on earnings from certain export sales. 

The programme had a number of immediate effects. Among its domestic 
consequences were a very pronounced slowing in the rate of price increase and a 
marked tempering of inflationary expectations. In the weeks immediately 
following the announcement of the new programme there was a general revival of 
confidence in financial markets, and interest rates, which had been rising for 
several months, turned sharply downward. 
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Following the end of the freeze in mid-November a fairly flexible system of 
price and wage controls was established. ‘Two separate bodies—a Pay Board 
and a Price Commission—were set up to administer the second phase of the anti- 
inflationary programme, which is directed primarily at large entities and designed 
to operate with a minimum of administrative machinery for a period that has not 
been determined. These two agencies established mutually consistent standards 
for price and wage decisions which are intended gradually to reduce the average 
rate of price increase to no more than 21% per cent per year. Between August 
and January the increase in the Consumer Price Index slowed to an annual rate 
of about 242 per cent and the increase in the GNP deflator in the fourth quarter 
was at an annual rate of less than 2 per cent. Much of this improvement was, of 
course, due to the short-term impact of the price freeze. 

Because of lags in implementation and in their eventual impact, it is too 
early to assess the effects of the various new fiscal measures on the pace of 
economic recovery. The growth in real output strengthened in the final quarter 
of 1971, reflecting in part a swing in inventories, but the main impact of the 
new fiscal measures is not likely to be felt until later in the present year. 


DEVELOPMENTS IN OVERSEAS INDUSTRIAL COUNTRIES 


In the course of 1970 most industrial countries outside North America 
adopted policies to restrain demand in the face of serious inflationary pressures, 
and their rates of economic expansion began to slacken. Growth weakened 
further in 1971, notably in Japan, Italy and Germany. The two main exceptions 
were France, where expansion was well sustained through 1971, and Britain, 
Where growth resumed during the second half of 1971 following a decline in 
output earlier in the year. 

For the major European countries and Japan taken together the annual 
rate of increase in real GNP slowed to approximately 3 per cent by the second 
half of 1971, about half the average of the previous decade. By year-end the 
Slack in these economies was substantial; in Britain, for example, unemployment 
reached a postwar high. The main areas of weakness among the major com- 
ponents of demand were business investment and inventories. The volume of 
exports remained relatively strong during the first half of the year and then slowed 
markedly during the second half, notably in J apan and Germany. 

Prices in overseas industrial countries rose on average by about 6 per cent 
in 1971, only slightly less than in 1970. There was some evidence of improved 
price performance in the second half of the year in most countries, including 
Britain, Germany and Italy where the rates of price increase had been extremely 
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high earlier. In general, however, as in North America, the response of prices 
to the easing of demand pressure has been slow. Some form of price restraint 
was used to supplement demand management in 1971 in a number of countries, 
including temporary price controls in several of the smaller European countries. 


To date, such improvement in price performance as has occurred appears 
to have been due more to a squeeze on profits than to a reduction in the under- 
lying rate of cost increase. Average hourly earnings in the major European 
countries and Japan rose at annual rates of between 10 per cent and 15 per cent. 
However, the tendency towards extraordinarily large wage demands, common in 
1970 and the early part of 1971, appears to have abated somewhat by the end 
of the year. In some countries this may have resulted in part from the im- 
plementation of incomes policies. 
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The widespread slackening in the pace of economic activity has prompted 
a shift towards expansionary policies. Monetary policy has been eased appre- 
ciably in all of the major countries, although this action was undoubtedly 
motivated in part by external considerations. On the fiscal side, virtually all 
governments have adopted more expansionary budgets. 


INTERNATIONAL TRADE AND BALANCE OF PAYMENTS 


The volume of world trade increased by about 5 per cent in 1971 compared 
with about 9 per cent in 1970, with both manufactured goods and primary com- 
modities showing less growth. Prices of internationally traded goods continued 
to rise by about 5 per cent in 1971, with the increases concentrated mainly in 
manufactured goods and in petroleum; on balance prices of other primary com- 
modities seem to have changed little. The terms of trade of the developing 
countries that are not petroleum producers therefore appear to have deteriorated. 


A very significant feature of the international trade picture in 1971 was 
the sharp widening in the trade gap between the United States and other large 
industrial countries, notably Japan. Following a rapid increase in the first half 
of the year, U.S. imports declined in the last quarter, mainly as a result of the 
disruptive effects of intermittent dock strikes. For the year as a whole they 
were 14 per cent higher than in 1970. Exports fell even more sharply in the 
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Other OECD countries........... —0.7 —1.7 — 
TOLAHEGDE nse) tee eee 3.3 4.8 614 
e: Estimate. ses 


(1) Includes Austria, Denmark, Finland, Greece, Iceland, Ireland, Norway, Portugal, Spain, Sweden, Switzerland and Turkey. 
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latter part of the year and for the year were only 2 per cent higher than in 
1970. In most other industrial countries, growth in imports slackened while 
exports continued to expand strongly until late in the year. In Japan, for in- 
stance, exports were 24 per cent higher in 1971, while imports grew by only 
5 per cent compared with an increase of 25 per cent in 1970. 

The current account balances of a number of countries for the past three 
years are shown in the table on page 18. From 1970 to 1971 the current 
account of the United States moved from a small surplus to a deficit of $3 billion, 
while Japan’s surplus rose by $4 billion. Germany and Canada experienced 
some weakening in their positions in 


1971 while Italy and Britain recorded CURRENT ACCOUNT BALANCES 
OF OECD COUNTRIES 
larger surpluses. Annual — Billions of U.S, Dollars 


As the chart shows, the deteriora- 
tion in the current account of the United 


States in 1971 was a continuation of the / 
weakening trend evident since the mid- / 
1960s. The chart vividly illustrates that |S”! Other OECD ‘| 
the counterpart of this trend was the ee é 


strengthening of current account posi- 
tions of other OECD countries. The 
large swings in the current account United States 
balances of Japan and Britain over this 
period account for the greater part of the 
strong performance of the OECD coun- 
tries other than the United States. 
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INTERNATIONAL CAPITAL FLOWS 


The impact of the large and growing disequilibrium in current account 
positions on the international payments system was greatly exacerbated in 1971 
by very large movements of capital, mainly from the United States to Japan 
and to the larger industrial countries of Europe. 


The net outflow of long-term capital from the United States increased by 
some $4-$5 billion in 1971, reflecting both larger outflows of U.S. private 
capital for investment abroad and reduced inflows of foreign capital into the 
United States. This, together with the worsening in the current account balance, 
increased the deficit in the U.S. “basic balance” to $10 billion or more in 1971 
from $3 billion in 1970. 


In addition, massive flows of short-term capital developed in the course 
of the year, predominantly flows from the United States. Initially they were 
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SHORT-TERM INTEREST RATES induced by wide differences in interest 
Bio rates reflecting a divergence in the 

Sine cyclical positions and financial policies 

of the United States and overseas in- 

dustrial countries. As the world pay- 

ments imbalance intensified, confidence 

in the existing structure of exchange 

rates was eroded and there were suc- 

cessive waves of speculative capital flows. 

The first speculative surge developed 

a in exchange markets during the second 

quarter; it led early in May to the floating 
of the currencies of Germany and the 
u Netherlands and to the revaluation of the 
currencies of Switzerland and Austria. 
There was then a brief pause. Though 
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to other countries, especially Japan. 
Speculative activity resumed during the summer as attention focussed on the 
seriousness of the economic problems confronting the United States. The mid- 
August announcement of the U.S. measures put extremely strong upward pressure 
on the principal currencies, and most industrial countries abandoned their IMF 
parities. Exchange markets remained uneasy and under recurrent pressure, and 
large short-term outflows from the United States continued until the exchange 
rate realignment was announced in December. 


INTERNATIONAL MONETARY DEVELOPMENTS 


The large and growing imbalance in world payments in 1971 led to a 
massive increase in official international reserves and to a widespread change in 
exchange rates. 


Major changes in official international reserves during 1971 are summarized 
in the table on the following page. The large international deficit of the United 
States was financed almost entirely by an increase in U.S. dollars held in the 
official reserves of other countries and only to a minor extent by a reduction in 
its holdings of reserve assets. The liabilities of the United States to foreign 
official agencies (mainly Treasuries and central banks) more than doubled, 
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rising to over $50 billion by the end of 1971. This element alone accounted 
for a 35 per cent increase in the official reserves of all other members of the 
IMF plus Switzerland. A scheduled allocation of Special Drawing Rights at the 
beginning of the year and increased holdings of other foreign exchange balances 
raised the over-all increase to about 45 per cent. The growth in reserve hold- 
ings was concentrated in a relatively few countries; the ten countries with the 
largest accumulations of reserves accounted for some 80 per cent of the increase 
in reserves outside the United States. Collectively, the reserves of these ten 
countries rose by about 60 per cent and the reserves of the other 110 members 
of the IMF rose by about 20 per cent. 


OFFICIAL INTERNATIONAL RESERVES* 
(in terms of billions of U.S. dollars) 


Changes in 1971 
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transactions deficit.......... —0.7 jal Lot coe Bois dee 29.6 
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Japan ee, tele haa 4.8 0.1 jae | 1.0 4,4 2 10.4 
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SELON Uber, 2 knees rattan ae sm = — 0.5 —0.2 ork 0.1 1.6 
Australia....... i 0.1 Oa 0.2 0.1 0:5 1.6 
SDA. thee Pl. 1.8 a 0.3 0.4 0.2 0.4 1.4 
TEL) Ge Peery cores ae er ene A | 5.4 0.1 0.7 - 0.4 - Tet 
EIDV ae autre nl Sewer 1.6 - 0.7 0.1 0.1 0.2 1.0 
Canadas. beeen ath: she 4.7 0.1 0.1 ~ 0.1 0.6 0.9 
Si DelOtal Ci wean se oe, 46.5 1.1 10.2 0.4 9.6 7.8 29.1 
Other IMF members.......... 31.5 Bah ea 12 0.9 jaa 6.4 
Total — other countries. .... 78.0 jap ths 1.6 10.5 She 35.5 
of which: 
foreign exchange......... 43.9 11.7 ils: 10.4 Shel 33.1 
@: Estimate. 


* Official holdings of gold, SDRs, reserve positions in the IMF, and foreign exchange. Based on a gold value of U.S. $35.00 per ounce. 
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This dramatic increase in international reserves has frustrated for the time 
being the world’s efforts to achieve a moderate and orderly growth over time in 
international liquidity, and it leaves the international monetary system with the 
problem of coping with the vast increase in official holdings of U.S. dollars. 

Since a large part of the U.S. payments deficit was due to capital outflows 
motivated by expectations of changes in exchange rates it can be supposed that 
the exchange positions taken will sooner or later be unwound, and that the 
funds will flow back to the United States. Insofar as the flow-back gives rise 
to a surplus in the U.S. payments position on an official reserve transactions 
basis a reversal of the increase in foreign official holdings of U.S. dollars could 
be achieved. The extent to which this may happen is, however, reduced by the 
fact that even if things go very well the move to equilibrium in the underlying 
payments position of the United States can be expected to take a year or two, 
and there will therefore be a U.S. payments deficit to be financed during the 
transitional period. . 

The agreement in Washington on December 18 by members of the Group 
of Ten on changes in their exchange rates was quickly followed by changes in 
the exchange rates of many other countries. Since the agreement reached in 
the Group of Ten (the Smithsonian Agreement) included an undertaking by 
the U.S. Administration to propose to Congress in due course an 8.57 per cent 
increase in the U.S. dollar price of gold to $38 an ounce, the new exchange rate 
structure assumed this new U.S. dollar value for gold. A few important trading 
countries appreciated their currencies by more than 8.57 per cent vis-a-vis the 
U.S. dollar, notably Japan (16.9 per cent) and Germany (13.6 per cent). 
Many other countries including Britain and France did not change their exchange 
rates in terms of gold, thus appreciating by 8.57 per cent vis-a-vis the U.S. 
dollar. Several countries appreciated by less than 8.57 per cent, many others 
made no change and a few depreciated against the U.S. dollar. Many countries 
have exercised a new IMF option to establish central rates rather than par 
values, a central rate being a transitional alternative to a new par value. A 
few other countries, including Canada, continued to allow their exchange rates 
to float. As at the end of 1971 the Canadian dollar was floating at a level 
7.9 per cent above its May 1970 IMF parity of 92.5 U.S. cents. 

The realignment of currencies has significantly changed the competitive 
positions of individual countries vis-a-vis their trading partners. The impact 
on a country’s competitive position is affected not only by the change, if any, 
in its own exchange rate but also by the magnitude of exchange rate changes 
made by the countries with which it trades and the proportion of its trade with 
each. Effective exchange rate changes may therefore differ appreciably from 
those in terms of the U.S. dollar. On the basis of existing trade patterns and 
the parities that prevailed in May 1970, the J apanese yen has on average appre- 
ciated by about 13 per cent vis-a-vis its main trading partners, and the German 
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mark and Swiss franc by some 4-5 per cent. For the other major European 
countries the effective exchange rate changes were small. On the same basis, 
the effective appreciation of the Canadian dollar from its May 1970 parity to 
its level at the end of 1971 was about 5 per cent. The effective depreciation 
of the U.S. dollar was about 10 per cent. 


The new exchange rate structure will greatly facilitate the adjustment of 
the present world payments imbalance and, in particular, the strengthening of 
the trade balance of the United States. But the effects of exchange rate changes 
on trade flows take a long time to work themselves out. In present circum- 
stances, the improvement in the U.S. trade balance will be slowed by the fact 
that most of the major trading partners of the United States other than Canada 
are experiencing relatively slow growth while demand in the United States is 
expected to accelerate. Thus the cyclical conjuncture is not, for the time being, 
helping the return of the United States to payments equilibrium. 


Following a consensus among the Group of Ten in favour of wider margins 
the IMF established on December 19 a temporary regime whereby countries 
who so opt can allow their currencies to fluctuate by up to 244 per cent on 
either side of the parity or central rate for their currency. Almost half of the 
members, including all the major countries, have decided to avail themselves of 
the wider margins. In the latter part of December all the principal currencies 
were trading near their lower limits vis-a-vis the U.S. dollar, but by the end of 
February 1972 a number of them had moved well into the upper half of 
their ranges. 

As part of the Smithsonian Agreement, the United States undertook to 
withdraw immediately the 10 per cent surcharge on dutiable imports that it 
had applied since mid-August and with it the provisions of the investment tax 
credit that discriminated against imports. 

At the Annual Meeting of the Governors of the IMF in September and 
again at the December meeting of the Group of Ten there was unanimous 
agreement that serious international consideration should be given promptly to 
the longer-term reform of the international monetary system. ‘The issues for 
attention include the means of ensuring stable exchange rates and the appropriate 
degree of flexibility in them, the role of gold, reserve currencies and Special 
Drawing Rights, convertibility, the volume of international liquidity, and meas- 
ures for dealing with de-stabilizing movements of liquid capital. Discussions of 
these questions are currently being carried on in the Executive Board of the IMF. 
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Economic Developments in Canada 


GENERAL REVIEW 


The upturn in economic activity that occurred in Canada in the second half 
of 1970 after more than a year of relatively slow growth was followed in 1971 by 
continued expansion at a high rate. In spite of the adverse influence of the 
international monetary crisis, the continuing effects of the appreciation of the 
Canadian dollar, and the hesitant state of business confidence, the growth of the 
economy in real terms in the course of the year was at a rate somewhat in excess 
of its average potential for growth over the medium term. 

The expansionary emphasis of demand management policies since early 
1970 encouraged rising levels of spending in the economy. According to pre- 
liminary estimates, final domestic demand rose by almost 11 per cent between 
the second half of 1970 and the second half of 1971; this compares with an 
increase of less than 7 per cent over the previous year. 

Not surprisingly, in view of its sharp decline from mid-1969 to mid-1970, 
housing was the sector that showed the strongest rebound. In response to the 
easing of credit conditions and an expanded programme of direct government 
lending, particularly for low-income accommodation, housing starts turned up 
sharply in mid-1970 and reached an annual record of 233 thousand units in 
1971. The rate of spending on housing construction in the second half of 1971 
was more than 25 per cent higher than a year earlier. 

Sales of new North American cars were depressed late in 1970 and early in 
1971 by the long strike in the automobile industry and did not show much 
renewed strength until the spring when they moved up to a high plateau. Sales of 
foreign-type models were also strong; they rose steadily until late in 1971 when 
they accounted for close to one quarter of the market compared with about one 
sixth two years earlier. Personal spending on other durable and semi-durable 
goods also rose quite sharply, especially in the first half of the year, stimulated in 
part by the rising number of new houses and apartments being occupied. 
Between the second half of 1970 and the corresponding period of 1971 total 
spending on durable and semi-durable goods rose by almost 14 per cent, but even 
so the proportion of personal disposable income saved rather than spent remained 
unusually high. 
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Outlays on goods and services by all levels of government continued to be 
an important sustaining element of demand, rising at about the same high rate 
as in the previous year—around 13 per cent. 

On the other hand, business investment in machinery and equipment and 
non-residential construction apparently continued to be sluggish with higher 
prices accounting for most of the increase that occurred. Expenditures on plant 
and equipment normally respond with some lag to an improvement elsewhere in 
the economy and, while such information as is available regarding investment 
intentions does not suggest much immediate strength, some current indicators, 
such as machinery imports and construction contract awards, were rising quite 
rapidly by the latter part of 1971. 

Business inventory accumulation also added little to demand during the 
year which is contrary to the usual pattern of early stages of economic recovery. 
There was evidence of a higher rate of accumulation in the last quarter of the 
year, but the level of inventories in relation to final sales, particularly in manu- 
facturing, remained unusually low. 

Contrary to the situation in 1970, when the development of a very large 
current account surplus provided strong support to the economy, a swing back 
towards deficit in the external sector acted as a strong offset to some of the 
increase in domestic demand in the course of 1971.* Both cyclical and special 
factors affecting the trade balance tended to work in this direction. In 1970 
exports had been boosted by a period of “catch-up” following major strikes and 
by the strength of demand in overseas markets, and sales to the United States had 
been generally well sustained in the face of the recession in that economy. In 
1971 no specially favourable factors were present: demand in Europe and 
Japan was weakening and access to the U.S. market in the latter part of the year 
was curtailed to some extent by the surcharge on dutiable imports that was in 
effect from mid-August to mid-December. At the same time imports, which 
levelled out in 1969-70 with the easing of domestic demand and actually fell as a 
result of the automotive strike late in 1970, were on a strongly rising trend as 
domestic demand expanded rapidly in 1971. Undoubtedly a further factor 
adversely affecting exports and favouring imports throughout the past year was 
the lagged effect of the appreciation of the Canadian dollar following the decision 
in May 1970 to permit it to float. In the event, merchandise exports were only 
81% per cent higher in the second half of 1971 than a year earlier while imports 
were up by 21 per cent; in volume terms exports increased by 842 per cent and 
imports by 1744 per cent. There was some further deterioration in the inter- 
national balance on services as well. A significant deficit on goods and services 
of about $14 billion was recorded in the second half of 1971 compared with an 
unprecedented surplus of $114 billion in the second half of 1970. 


* Developments in Canada’s balance of payments on current and capital accounts in 1971 will be dealt 


with more fully in an article to appear in the March issue of the Bank of Canada Review. 
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The broad result of the changing pattern of domestic and foreign demand 
described above was that GNP in value terms was 9 per cent higher in calendar 
year 1971 compared with a gain of only 71% per cent in 1970. Since the over-all 
price level rose by one half of one per cent less in 1971 than in 1970 Coyorper 
cent instead of 4 per cent), the gain in real GNP was 5% per cent compared 
with less than 314 per cent in the previous year. If the second half of 1971 is 
compared with the second half of 1970 the increases were 10 per cent for nominal 
GNP, 4 per cent for price and 6 per cent for real GNP.* 

It is difficult, because of the paucity of information and the widely varying 
Situations of particular industries, to appraise the effect of the rise in output in 
1971 on the degree of utilization of industrial capacity. Problems of over- 
supply became more serious in some important industries including nickel and 
aluminum but others, which have had similar difficulties somewhat longer, appear 
to have experienced some improvement in utilization rates in the course of the 
year. For example, in the pulp and paper industry the sharp decline in 
newsprint production from late 1969 to mid-1971 was substantially reversed in 
the latter part of the year, although in December production again fell away. 
Steel production also rose strongly to a summer peak that was apparently related 
in part to anticipation of a possible strike—which did not in fact materialize—in 
the United States. Automobile output remained on a high plateau following the 
return to full production early in the year after the General Motors strike. On 
the whole, industrial production was rather slow to respond to the pickup in 
domestic demand and rose strongly only after the middle of 1971; over the last 
six months of the year industrial production increased at an annual rate of over 
8 per cent. Both durable and non-durable manufacturing contributed to this 
recent strengthening of industrial production. Production by electric power, gas 
and water utilities has also risen strongly since the spring, and output of the 
mining industry (including petroleum) has turned up after declining in the early 
months of the year. Construction activity showed the earliest and sharpest 
rebound and rose strongly from mid-1970 in line with the trend of housebuilding. 
Activity in the trade and services sector increased particularly strongly through 
the spring and summer as sales by motor vehicle dealers and other retailers 
gathered strength. Agricultural output also rose very sharply from 1970 to 
1971 as a result of the higher levels of grain production following the termination 
of the federal Government’s LIFT programme. Prairie wheat acreage in 1971 
was about 50 per cent higher than in 1970 and the size of the crop increased by 
about the same proportion. 


* These figures incorporate recent revisions to the National Accounts which have somewhat reduced the 
growth of real GNP in 1971, particularly in the second quarter. An alternative measure of real output, 
the index of real domestic product, shows a smaller increase than real GNP for the calendar year but 
has also risen at an average annual rate of close to 6 per cent over the past several quarters. All these 
figures are preliminary and subject to revision. 
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The recent quickening of industrial activity has not resulted in a significant 
reduction in the high levels of unemployment that developed in the course of 
1970. In the early stages of the upturn, the gain in output appears to have been 
achieved to an important extent through the more efficient use of the existing 
work force. The 6 per cent gain in real GNP between the second half of 1970 
and the same period of 1971 appears to have entailed a rise in total employment 
of just over 3 per cent—suggesting an improvement in output per employed 
worker of just under 3 per cent, which compares with the long-run average annual 
gain of 2-214 per cent in this rough measure of productivity. An above-average 
gain in productivity is normally to be expected in the first year of economic 
recovery. 

The provision of new jobs in 1971 was nonetheless substantial. In the 
latest month for which figures are available (January 1972), the year-over-year 
increase in the number of persons employed was about 250,000 or 314 per cent. 
The growth of employment was particularly strong after mid-year; since June 
employment has increased at a seasonally adjusted annual rate of almost 414 
per cent. Most of this gain involved young persons and women; adult male 
employment increased at a 2 per cent annual rate over this period. 

The number of persons active in the labour force grew particularly rapidly 
in 1971. It is the case that in the second quarter of the year the labour force 
participation rate was slightly lower than a year earlier and the labour force itself 
was only 2 per cent higher, but subsequently labour force participation increased 
steadily to a new high and the labour force grew at a seasonally adjusted annual 
rate of over 4 per cent after mid-year. Young persons and women, in particular, 
have been entering the job market in large numbers. Between January 1971 
and January 1972 the total labour force grew by 246,000 or 3 per cent. 

Because of the behaviour of the labour force and productivity described 
above, the unemployment rate at the beginning of 1972 was just about as high as 
a year earlier in spite of the increase in real output that had taken place. Indeed, 
according to the Labour Force Survey, the seasonally adjusted rate rose rather 
sharply late in the summer to a peak of 6.9 per cent. However, the sharp 
increase in the actual number of persons unemployed which always occurs as 
winter approaches was smaller than usual this past year and the seasonally 
adjusted rate of unemployment has declined steadily in recent months. In the 
latest month for which figures are available (January 1972) the seasonally 
adjusted unemployment rate was 6.2 per cent; this represented an actual rate of 
7.7 per cent compared with 8.0 per cent a year earlier. 

The periods of slow economic growth in 1969-70 and of more rapid 
expansion in 1970-71 have both been characterized by a persistent cost inflation 
in the face of high unemployment. The general deceleration in the rate of price 
increase in 1970, especially in the second half, was not sustained in 1971, partly 
as a result of the wearing off of the special factors that had operated on prices in 
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1970: these included the effect on prices of the appreciation of the exchange rate, 
most of which occurred in the summer of 1970; the temporary agreement on 
pricing decisions between industry and the Prices and Incomes Commission and 
the price war among retail food chains. Although it is the case that aggregate 
price indicators show smaller year-to-year increases in 1971 than in 1970, the 
increases from year-end to year-end were larger in 1971. 

Consumer prices as measured by the CPI rose by about 5 per cent between 
the end of 1970 and the end of 1971 compared with an increase of only 1% 
per cent in the previous twelve months. However, if one excludes food prices 
(which had fallen sharply late in 1970 only to increase by an even larger amount 
in the past year) consumer prices rose by just under 4 per cent in 1971 compared 
with less than 342 per cent'in the previous twelve months. The increase in the 
price index of goods other than food was somewhat greater in 1971 than in 1970 
and service prices also rose more in the course of the year. In the past six 
months the CPI excluding food has risen at a seasonally adjusted annual rate of 
about 41% per cent. 


MAJOR ECONOMIC INDICATORS 


(annual percentage changes) 
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The GNP deflator was almost 4 per cent higher in the second half of 1971 
than a year earlier. The government and construction sectors were areas of 
above-average price increases. Lumber prices (and to a lesser extent those of 
steel) were under considerable upward pressure, and prices in both sectors were 
strongly influenced by the trend in pay increases. Wage negotiations in public 
administration and non-commercial services involved almost twice as many 
workers as in the previous year and were marked by large first year increases. 
High wage settlements also continued in the construction industry. 

On the whole, wage and salary increases have shown only a limited tendency 
to respond to the relatively low rates of price increase that prevailed for a time 
or to the extended period of high unemployment. Judged by labour income per 
person employed, a broad and indirect measure of average compensation, money 
earnings increased at much the same rate in 1971 as in the previous year. 
Newly negotiated wage increases remained at a high level, but they did decelerate 
somewhat. The average increase in base rates provided by major wage settle- 
ments for all industries excluding construction declined from 81% per cent in 
1970 to 734 per cent in 1971; however, increases in the first year of contracts 
averaged 942 per cent in 1971. The larger gain in productivity during 1971 
served to some extent to restrain the rise in unit labour costs but the rate of 
increase in wages and salaries per unit of output was nonetheless only about 
14%2 per cent below the quite high rate experienced over the period 1964-69. 
Business income per unit of output, which had fallen sharply during 1970, 
recovered strongly in 1971, largely reflecting the sharp cycle in corporation 
profits over this period. By the second half of 1971, despite continuing problems 
in some major industries, total corporation profits before taxes had reached a 
level that exceeded their 1969 peak. 


REGIONAL DEVELOPMENTS 


The more vigorous pace of expansion in the economy as a whole during 
1971 was reflected in the patterns of growth in all major regions of the country. 
The recovery was strongest in British Columbia which, partly as a result of labour 
disputes, had experienced the most marked slowing down in 1970. Although 
the demand for pulp and newsprint remained soft, markets for lumber streng- 
thened with the resurgence in housing construction in both Canada and the 
United States. Business capital investment, particularly in mining, was sub- 
stantially higher and large gains in total wages and salaries provided a strong 
boost to retail sales. Total employment, which had levelled off in 1970, was 
nearly 7 per cent higher in the second half of 1971 than a year earlier; although 
the labour force also expanded somewhat more rapidly, the seasonally adjusted 
unemployment rate averaged less than 7 per cent compared with more than 8142 
per cent in the second half of 1970. 


31 


In the Prairie provinces better markets for grains and for other resources 
such as mineral fuels and potash during the past year and a half contributed to a 
strengthening of the economy. Employment in the region rose at a slightly faster 
rate but despite some slowing in labour force growth, unemployment declined 
only modestly. The evidence of recovery was least marked in Manitoba where, 
despite quite good gains in employment, the rate of unemployment remained 
around the level of the previous year. Business capital investment was 
apparently lower, reflecting the completion of several large projects, while 
production in the mining industry was adversely affected by a strike and by 
weaker markets for nickel. Most sectors of the Alberta economy strengthened 
in 1971 and employment rose quite strongly. Both production and prices of 
crude oil were higher, output of natural gas and of coal increased and business 
capital investment continued to expand. The improvement in the farm sector 
was most beneficial to the Saskatchewan economy. Although there was a 
moderate decline in both the labour force and employment, retail sales were 
substantially higher and there was a sharp recovery in housing starts. Prairie 
farm cash receipts increased, particularly in Saskatchewan. Much larger crops 
were harvested; wheat acreage was expanded following the sharp cutback in 
1970 and acreage seeded to barley and rapeseed was increased in response to 
strong demand. Although wheat prices have declined this crop year, exports 
have been higher and the recent Government announcement of a substantially 
increased subsidy on domestic sales of wheat will help to maintain farm income. 

The more rapid pace of expansion in Ontario was, of course, closely 
correlated with the revival of activity in the economy as a whole. The growth 
of employment accelerated during 1971 and in the second half of the year 
employment averaged slightly more than 314 per cent above the same period a 
year earlier. In spite of the increase in employment, the level of unemployment 
was higher as the labour force grew even more rapidly than employment. 
Ontario’s economy benefited from the strong rise in consumer spending and the 
high level of housing starts across the country. Automobile production and 
sales, which had been adversely affected by a major strike in the last quarter of 
1970, ran well ahead of a year earlier, and markets for construction materials 
and for domestic appliances and other consumer goods strengthened appreciably. 
There were areas of weakness—major industries such as machinery and pulp and 
newsprint experienced only a modest improvement while the mining industry had 
a less favourable year with a weakening in world demand and lower prices 
affecting nickel and copper in particular. Nevertheless, capital investment in 
mining apparently increased and, with higher outlays by utilities and for com- 
mercial building as well as the sharp increase in housing starts, construction 
activity surged ahead. 

The recovery in the Quebec economy was also quite pronounced even 
though markets for a number of major industries remained relatively weak. 
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SELECTED INDICATORS BY REGIONS 


LABOUR FORCE AND EMPLOYMENT 
% Increase 2H 1970 to 2H 1971 


Labour Force 
Employment 








Canada 


British 
Columbia 


Proiries 
Ontario 
Quebec 


Atlantic 


RETAIL SALES 


Quarterly — Index 1Q 1969 =100 


British Columbia 


100 Canada 


ale 
Prairies 
100 120 
Ontario : 
100 100 
peers te 


Quebec 
100 120 
Atlantic 
100 100 
1969 1970 197} 


Seasonally adiusted. 


UNEMPLOYMENT RATES 
Quarterly — Per Cent B 


Canada 7 
6 | + 


Atlantic 


Ontario 


Prairies 





fe) 





1969 1970 1971 
Seasonally adjusted, 


HOUSING STARTS 
Per Thousand Persons 


Centred Three-quarter Moving Average 


Canada 


| 

vi 

A 

British Columbia 1 
. 7 





1969 1970 1971 
Seasonally adjusted at annual rates. 


a3 


The main stimulating forces were a strengthening of consumer demand, increased 
government spending, in part related to programmes of regional expansion, and 
an upturn in construction activity. Although the pace of housing starts weakened 
in the final months of the year, spending on residential construction increased. 
At the same time business capital investment in the province apparently rose 
quite strongly, the first appreciable rise since 1966. Investment in iron ore, in 
nickel and copper processing facilities and in hydro power increased while 
government spending rose, particularly on highways and the initial stages of the 
new international airport near Montreal. The upturn in investment did not 
extend to secondary manufacturing and although production in this sector 
appears to have accelerated, the pattern was more mixed. The important pulp 
and paper industry in particular has continued to experience difficulties with 
slackness in markets forcing temporary shutdowns and in a few cases a permanent 
closing of older facilities. Activity in the aircraft, electronics and aluminum 
industries also contracted but it was higher in the shipbuilding and furniture 
industries. The renewed -expansion of the Quebec economy was reflected to 
only a limited extent in a stronger demand for labour. Employment picked up 
during the year, but the gains were comparatively moderate and unemployment 
remained at a high level. 

In the Atlantic region the recovery has not been as strong as in other parts 
of the country, in part this reflected continuing difficulties in a number of 
resource industries. Gains in employment were again modest and with the 
labour force increasing more rapidly the seasonally adjusted unemployment rate 
averaged around 9’2 per cent in the final months of the year compared with 
about 8 per cent a year earlier. The strength of the recovery also varied from 
province to province. In Newfoundland capital investment apparently rose quite 
strongly in 1971 and provided a boost to employment. However, the upturn in 
employment slowed down in the second half of the year as layoffs occurred in the 
forest-based industries. At the same time, iron ore shipments from Labrador 
were lower and, although there was a strengthening in prices for fish, landings 
were down. Employment increased more rapidly in New Brunswick during 
1971 than in 1970 and the economy moved ahead quite strongly. The pattern, 
however, was very mixed. Gains in consumer spending, in housing construction 
and in secondary manufacturing were a source of strength; on the other hand, 
business investment declined slightly from the level of the previous year, the 
important forest industries continued to experience difficulties and farm income 
declined with the drop in potato prices. In Nova Scotia average employment in 
the last half of 1971 was lower than in the same period of 1970. Although 
housing starts rose and there were gains in consumer spending, manufacturing 
activity has remained sluggish and there was apparently only a slight increase in 
business capital outlays. The recent discovery of gas on Sable Island holds out 
encouraging possibilities for the future but this has had little impact as yet on 
the economy. 
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Financial Developments in Canada 


GENERAL REVIEW 


The easy credit conditions that emerged in 1970 continued through 1971. 
Under the influence of central bank policies, funds were readily available in 
Canada at interest rates which were considerably lower on average than in 1970 
and the amount of financing undertaken by the main borrowing sectors of the 
economy increased substantially. 

Short-term interest rates in Canada and in the United States had fallen 
rapidly during 1970 and, after a brief pause around the turn of the year, the 
decline continued in the first quarter of 1971. The decline early in 1971 was 
sharper and continued for longer in Canada than in the United States. Bank 
Rate was reduced from 6 per cent to 534 per cent on February 15 and to 
5% per cent on February 24. During the second quarter short-term interest 
rates began to rise again in Canada; they were already moving up in the United 
States. A reversal of the upward trend in the United States occurred in August 
when the President announced a new set of economic policies; short-term bond 
yields also declined in Canada. The rates on short-term money market instru- 
ments, however, continued to rise in September and October as the chartered 
banks competed aggressively for funds. On October 25 Bank Rate was reduced 
from 5% per cent to 4% per cent, and short-term market rates fell until around 
the end of 1971. 

In 1970 long-term interest rates had come down only gradually until late 
in the year but in November they began to fall sharply in Canada as in the 
United States. The decline from then until early in 1971 was greater in Canada, 
and by the beginning of 1971 there had been a marked reduction or even elimina- 
tion of the yield incentive for long-term capital inflows. This changed relation- 
ship of long-term interest rates in the two countries has persisted since then 
with relatively small variations. Beginning early in 1971 long-term interest rates 
began to move up again in both Canada and the United States and continued to 
do so until August when the announcement of the new U.S. policies reversed 
the trend of the markets. By the end of 1971 the levels of long-term interest 
rates had returned close to the low points reached in the early part of the year. 
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The total of funds borrowed by non-financial businesses, consumers, mort- 
gagors and governments amounted to some $15 billion in 1971, an increase of 
more than 50 per cent from the level of 1970. Moreover, a much higher pro- 
portion of total borrowing was done in Canada in 1971 than in earlier years. 
The easy stance of monetary policy enabled the Canadian financial system to 
accommodate this very large flow of credit without any persistent upward 
movement of interest rates. This involved a major increase in the scale of 
intermediation by Canadian financial institutions. Most groups of financial 
institutions shared in the rapid growth, but the chartered banks accounted for 
the greater part of the increase. Among the banks’ less liquid assets, the main 
categories of loans, residential mortgage holdings and other investments all 
increased sharply, and indeed the pace of increase accelerated during the year. 
Until mid-year the banks’ liquid assets continued the rapid rise that began in 
1970. Thereafter the increase was markedly slower but, with the rapid increase 
in bank loans, the banks’ total major assets and the main monetary aggregates 
continued to rise at a fairly steady pace throughout 1971. The total of currency 
and chartered bank Canadian dollar deposits was 18 per cent higher in December 
1971 than a year earlier while the privately held portion (i.e., excluding Govern- 
ment deposits) rose by 15 per cent. Broader groupings of monetary and other 
liquid assets are presented in a table later in this section of the Report. 


SELECTED BANKING AND MONETARY STATISTICS 


(average of Wednesdays — percentage increase at annual rates) 


Dec. 1970 June 1971 Dec. 1970 
to to 9 
June 19710) Dec. 19710 Dec. 1971 
Canadianqiquiduassets see setae net ee 20.5 int 1335 
Less liquid assets «4.5: Smale net. ponte Alan 2y bal 24.1 20.9 
GONG aOats metas mech cha rn, ap are 15:7 24.0 19:7 
Residentialimortgages 2 Fortes ee ee ee 49.7 63.6 56.5 
POLOMN AIG ASSCIS) sean (0. sce eee ea ek 20.0 18.0 19.0 
Currency and Canadian dollar deposits 
TC) ee ee ee en ee Oe ee eee, ae 19.9 16.4 1o-20 
RLVOLCIVSIOUC pteteetic Vani terete Ser Sets eer at an, 16.4 13.5 14.9 


(1) Based on seasonally adjusted series with the exception of residential mortgages. 
(2) Includes net foreign assets. 


During the first two months of 1972 bank loans continued their rapid 
increase while the banks’ holdings of liquid assets declined and interest rates, 
particularly on short-term money market instruments, rose from the levels 
reached around year-end. 
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BANK OF CANADA OPERATIONS 


Towards the end of 1970 and in the early weeks of 1971 when the bond 
market was very strong and the banks were aggressive purchasers of Govern- 
ment of Canada securities, the management of cash reserves by the Bank of 
Canada was designed to control the resulting tendency for the increase in bank 
liquidity to accelerate. Early in February, after the sharp fall in bond yields 
had come to an end, the Bank of Canada resumed a policy of providing levels 
of cash reserves which encouraged the banks to add to their liquid assets. ‘The 
two reductions in Bank Rate during February promoted the easing of credit 
conditions in Canada and, through their impact on levels of short-term rates of 
interest in the market, served to mitigate the tendency for the Canadian dollar 
to appreciate in exchange markets. 

During the second quarter of the year the banks continued to add sub- 
stantially to their liquidity. At the same time the upward movement of interest 
rates in the United States contributed to a tendency for the value of the Canadian 
dollar to decline from the peak level reached in February. In these circum- 
stances the Bank of Canada shifted to a cash management policy that was 
designed to contain the growth in bank liquidity. This stance of policy was 
maintained until August when the new policies announced in the United States 
brought a reversal of the rising trend of interest rates in that country. In light 
of the new uncertainties raised for the Canadian economy and of renewed pres- 
sure on the exchange rate, some modification of Bank of Canada policy was 
appropriate. Bond yields declined although, as mentioned above, money market 
interest rates did rise further over the following two months or so. Bank Rate 
was reduced on October 25 and money market rates declined. 


The management of cash reserves in the second half of 1971 as a whole 
was such that the lower rate of increase in bank liquidity that had emerged 
around mid-year persisted through the remainder of the year. The growth in 
loans combined with the relatively small increase in liquid assets brought the 
ratio of the chartered banks’ Canadian liquid assets to total major assets down 
to 29 per cent by year-end compared with the level of about 31 per cent that 
prevailed through most of the first half of 1971. This measure of liquidity 
includes the cash and secondary reserves which the banks are required to hold, 
and does not take account of changes in legal requirements. The Bank of 
Canada reduced the required ratio of secondary reserves to Canadian dollar 
bank deposit liabilities from 9 per cent to 8.5 per cent effective December 1971 
and to 8 per cent effective January 1972. The changes were made because the 
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9 per cent ratio was not regarded as being necessary for the maintenance of 
adequate control over bank liquidity. The record sales of Canada Savings Bonds 
had reduced the Government’s need for borrowing through market issues. The 
weekly increase in outstanding treasury bills at the Thursday tender was brought 
to an end in November and $75 million of the special 364-day treasury bill 
issue maturing November 26 was paid off. This reduction in the available 
supply of secondary reserve assets occurred at the same time as the amount 
of secondary reserve assets that the banks were required to hold was rising as 
a result of the rapid growth of bank deposits. The changes in the required 
secondary reserve ratio were combined with a policy of cash reserve manage- 
ment by the Bank of Canada designed to reduce the banks’ total holdings of 
liquid assets since it was not intended that the reductions in the legal require- 
ment should lead to an increase in their “free” Canadian liquid assets, that is 
the amounts held in excess of reserve requirements. The result of these various 
policy actions, taken in conjunction with the increase in the banks’ loans and 
other less liquid assets, was that the ratio of “free” Canadian liquid assets to total 
major assets was around 14 per cent in February 1972 compared with 1514 
per cent in November prior to the reductions in the secondary reserve require- 
ment. ‘The reduction in the liquid asset holdings of the banks was accompanied 
by large purchases of securities by the Bank of Canada which had the effect 
of cushioning the upward pressure on interest rates. 


In the course of 1971 the Bank of Canada at times added substantially to 
its holdings of foreign currency assets. These were acquired from the Exchange 
Fund Account to assist in the management of chartered bank cash reserves on 
those occasions when sole reliance on purchases of Government of Canada 
securities in the market was thought to be inappropriate. There was a par- 
ticularly large increase in the Bank’s foreign asset position in December 1971 
and the early days of January 1972 which was related to the seasonal increase 
in the note circulation and to the increase in required cash reserves. In sub- 
sequent weeks the seasonal decline in the note circulation together with ac- 
quisitions of securities by the Bank were accompanied by a significant reduction 
in the Bank’s holdings of foreign currency assets through resale to the Exchange 
Fund Account. 


Changes in the Bank of Canada’s monthly holdings of Government of 
Canada securities in 1971 are summarized in Appendix Table II. The number 
of days on which advances to chartered banks and on which security holdings 
under purchase and resale agreements were outstanding, and the average daily 
amounts outstanding, are indicated in a footnote to that table. 
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FINANCING BY MAJOR BORROWING SECTORS 


The following review summarizes the financing undertaken during 1971 
by the major non-financial borrowers in the economy. 


NON-FINANCIAL BUSINESS. Estimates of business borrowing in 1971 show 
a substantial increase over the previous year. At the same time a marked 
recovery in profits increased the amount of internally generated funds available 
to business. With inventories and business fixed investment increasing only 
modestly, the business sector’s holdings of financial assets must have risen 
appreciably. 

The largest part of the net increase in business borrowing from $2.9 billion 
in 1970 to $5.0 billion in 1971 occurred in loans from financial institutions, 
mainly the banks, although the sales finance companies reversed the decline in 
their business lending that had occurred in 1970. Total financing by business 
in securities markets remained at about the same level as in 1970. Bond 
issues in Canadian currency were higher and there was a marked shift away 


MAJOR SOURCES OF FUNDS OBTAINED 
BY NON-FINANCIAL BUSINESS 


(millions of dollars) 





1969 1970 1971 
Net new issues of: 
Bonds 
Canadtamed cars seers: se ee ae ee F ST7 995 1,361 
ROLELSTCUCLONCR. a Ueto, Sonat fc) ye 361 355 127 
Stocks 
Canadian cGlats ee, Oe mae fe 604 281 271 
FOERIGNiCUrrelicy! << ee ee ed 8 192 19 10 
COMMBEC db DaDGiny al we ah kA on 306 181 278 
Bankers acceptances a5 ee 58 (ara 8 
SURGE Ee ae Ce ean ee 1,898 2,052 2.055 
Increases in loans: : 
Ghartered banks@ ius % tee leben 1,307 439 2,036; 
Sales finance COMPANIES oy sitet he wee is ccc 181 — 174 2748 
Industrial Development Bank.................... 54 69 54 
SUT 21 a ee ee eR OT ee lee eee ee 1,542 334 2,364¢ 
Net direct investment from abroad.................. 350 490 590 
10) Se Rene ee ee eee eis Or ee ee 3,790 2,876 5,009e 








e: Estimate. 
(1) Total business loans excluding provincially-guaranteed loans to utilities, plus foreign currency loans to residents. 
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from foreign currency issues. New equity issues remained near the same level 
as in 1970 and well below that of 1969. Borrowing through the issue of short- 
term securities was lower than in 1970; there was a sizeable increase in the 
amount of commercial paper outstanding but bankers’ acceptances rose by only 
$8 million compared with $221 million in 1970. 


A large part of the net new borrowing in securities markets occurred in 
the first half of the year and was encouraged by the marked strengthening of the 
bond market that occurred in the latter part of 1970 and the early months of 
1971. Market borrowing picked up once again in the final months of the year. 
Bank lending to business was concentrated in the second half of the year when 
business loans increased at a seasonally adjusted annual rate of 38 per cent. 


CONSUMER sEcTorR. The strong growth in consumer expenditures in 1971, 
especially on durable goods, was reflected in a substantial increase in the amount 
of consumer credit outstanding, particularly after May. The increase over the 
year was 12 per cent and represented a net flow of funds to consumer borrowers 
almost twice as large as in 1970. 


The growth of chartered bank personal loans accounted for most of the 
increase in consumer credit, although loans from credit unions and caisses 
populaires also increased rapidly. There was a further shift in consumer bor- 
rowing away from sales finance and consumer loan companies and, as is typical 
in periods of credit ease, the rate of growth in life insurance company policy 
loans declined. 


MAJOR SOURCES OF INCREASE IN CONSUMER CREDIT 
OUTSTANDING 


(millions of dollars) 








1969 1970 1971 
Chartered banks ci sett 
(unsectired personal loans)... 22).-eerwy eco ae on 2 481 506 1,114 
Sales finance and consumer loan companies......... 408 — 80 — 121 
Credit unions and caisses populaires................ 154 92 207° 
Life insurance companies 
(Molicy 1OaNG ue seeks tn Goes ng eee Siete 35s 107 99 25e 
OSI? ieee Gans Pe eee. ies 116 53 87¢@ 
OLAS ee I OU eee ect ona ahs 1,266 670 13128 
e: Estimate. 


(1) For comparability the relevant loans of the bank operating under the Quebec Savings Bank Act which became a chartered bank in 
November 1969 are included with chartered bank loans prior to that time. 


(2) Includes credit extended by the bank operating under the Quebec Savings Bank Act, department stores, furniture and appliance 
dealers and through the use of oil company credit cards. 
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MORTGAGE BORROWING. Housing starts were at a record level in 1971 and 
expenditures on residential construction increased by 23 per cent while non- 
residential construction expenditures rose by 10 per cent, only slightly less than 
in 1970. The mortgage market was, therefore, called upon to provide a sub- 
stantially larger amount of funds in 1971. The record amount of mortgage 
financing during the year was accomplished at interest rates below those pre- 
vailing in the previous year. 

The chartered banks accounted for most of the increase in the net flow of 
funds into this sector. The banks’ mortgage loans outstanding, including net 
acquisitions from mortgage affiliates, rose by $851 million compared with $133 
million in 1970. Credit unions and caisses populaires also expanded their 
mortgage lending substantially. There was a small increase in the net flow of 
mortgage funds from trust and mortgage loan companies while net lending by 
life insurance companies remained at a relatively low level. However, both 


of these groups of companies increased their loan approvals substantially 
in 1971. 


Mortgage lending by Central Mortgage and Housing Corporation was also 
larger in 1971. The financing of these loans is included with the federal Govern- 
ment’s financing requirements. 


INCREASE IN THE MORTGAGE HOLDINGS OF THE MAJOR 
PRIVATE FINANCIAL INSTITUTIONS 


(millions of dollars) 





1969 1970 1971 
Lifeunsurance companies .i.0. me een 299 148 132¢ 
Trust and mortgage loan companies................. 810 869 918¢ 
Credit unions and caisses populaires. ............. 100 115 290e 
RONSON TUNUS... ton ene Mee ye ay 155 144e 
Other financial institutions excluding 
Chartered manks(2): vo. 8. Lor te ie eed 0 38 4] 208 
SUD COlal sie eye ees Ue ee 1,344 1,328 1,504¢ 
Chartered: Danks). ees ee ee ee 264 133 851 
OLS wekaetes sacs sha calle ch cco ee eS 1,608 1,461 2,3558 
Increase in the mortgage holdings of CMHC........ 392 501 619¢ 
e: Estimate. 


(1) Includes local and central credit unions and caisses populaires. 
(2) Includes the bank operating under the Quebec Savings Bank Act and mutual and fraternal benefit societies. 
(3) Includes net purchases or sales of mortgages from chartered banks’ mortgage affiliates. 


(4) For comparability the mortgage loans of the bank opeaue under the Quebec Savings Bank Act which became a chartered bank 
in November 1969 are included with chartered bank loans prior to that time. 
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GOVERNMENT FINANCING. ‘The federal Government’s financing require- 
ments increased from $1.9 billion in 1970 to $2.2 billion in 1971. Its revenue- 
expenditure balance (on a national accounts basis) moved further into deficit 
and lending activity, including the very substantial financing of loans through 
CMHC, was higher. On the other hand, the amounts required to finance addi- 
tions to official foreign exchange reserves fell from the extraordinarily high level 
of $1,566 million in 1970 to $683 million in 1971. The Government also 
added to its cash balances by $823 million during 1971. 

Canada Savings Bonds were the major source of borrowed funds; the 
amount outstanding increased by $2.5 billion, principally as a result of the very 
successful campaign in the autumn of 1971. The increase in treasury bills and 
marketable bonds held outside Government accounts amounted to $466 million, 
well down from $1.3 billion in 1970. 


GOVERNMENT OF CANADA FINANCING REQUIREMENTS 
(millions of dollars) 


4 as70 a7 
1. Budgetary surplus (—) or deficit................. — 605 165 688 
Adjustments to national accounts basis .......... — 168 — 153 — 333 
2. National accounts basis surplus (—) or deficit...... —773 12 350 
3. Increase in major loans and advances to: 
Central Mortgage and Housing Corporation...... 468 552 711 
Provincial governments....................0-. 67 32 pF 
Export Development Corporation............... 35 51 112 
OU OTe Ane et odie Mn” Ges eas 284 340 373 
SHO -COLA seer force ns tee vet de eaten oe 854 975 1,307 
4, Canadian dollars required to finance increase 
in Government’s foreign currency assets 
(or reduction in liabilities). ......0...0...0..00.. 6 1,566 683 
5. Funds required for net increase in other assets 
or reduction in other liabilities). ......000.00000. — 484 — 646 — 178 
6. Total Canadian dollar financing requirements 
(SuREOfitems:2* 37 4rand-5).-22,, ace eee es — 397 1,907 2,162 
Increase in Canadian dollar cash balances......... 675 85 823 
Ota DOLLOWING Sc cry ick er cat eects 278 1,992 2,985 











(1) A more detailed presentation of the Government’s financial accounts together with a reconciliation between the national accounts 
and budgetary position are shown in Appendix Table III. 
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The combined cash requirements of the provinces and municipalities and 
their enterprises totalled $3.1 billion in 1971 compared with $2.6 billion in the 
previous year. ‘This growth was related to an increase in the aggregate income- 
expenditure deficit of the provinces and municipalities from $93 million in 1970 
to $163 million in 1971 and a rise of over $200 million in net capital outlays 
of government enterprises to a level of $1.8 billion. In addition, there was 
apparently some expansion in provincial lending programmes. The main source 
of the larger amounts of funds required was the domestic bond market where net 
new issues were $1.3 billion. In addition, the acquisition of provincial and 
municipal securities by Canada and Quebec Pension Plan funds provided $1.1 
billion, slightly more than in 1970. Provincial and municipal security issues 
in foreign currency amounted to $279 million, down from 1970. 


MAJOR SOURCES OF FINANCING: FEDERAL, PROVINCIAL AND 
MUNICIPAL GOVERNMENTS AND THEIR ENTERPRISES* 


(millions of dollars) 


1969 1970 1971 
Government of Canada 
Increase in securities outside Gov't accounts: 
CCAS UT ANS We ten roe manne eR eas Ong et, Maa, 67 720 190 
Canadian dollar market bonds.................. — 113 558 276 
Canada Savil’s BONGS:, chattes ozcesve verses eases 324 714 2,019 
10112) M2 Fees SENSE me rk Seed oe Since Ae ae Meany Oe 278 1,992 2,985 
Provincial and Municipal Governments 
Increase in outstanding Canadian dollar bonds: 
Purchased by Canada and Quebec 
PODSIONIEIANGeUNUS 4) .ct.cure ee ee ece ey, a 1,005 1,063 1,089¢ 
Other Canadian dollar bonds................... 109 964 V2 
Increase in loans from: 
CNATTCrEGLUANK Gatun: 2h Water eek wie clo 0, 54 — 36 he OF 
Government of Canada (including CMHC)........ 194 249 368 
Increase in provincial treasury bills and 
short-term paper outstanding.................. — 20e 10¢ 130¢ 
Increase in foreign currency issues 
QUESLANOING ©. scene fo oe ron ares scenes 1,020 365 279 


Total provincial and municipal borrowing®.... 2,362 2,615 3,1008 








e: Estimate. 


* To obtain a total of combined federal, provincial and municipal financing without double counting, loans from the Government of 
Canada to the provinces and municipalities shown above would have to be eliminated, as well as changes in provincial and muni- 
cipal holdings of Government of Canada securities. 


(1) Excluding net new foreign currency issues of the Government of Canada which amounted to $14 million in 1969, —$121 million in 
1970 and —$2 million in 1971. 


(2) To the extent that it has not been possible to identify purchases by provincial government accounts of provincial or municipal 
securities, the total of provincial and municipal financing is overstated. 
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THE STRUCTURE OF FINANCING IN 1971 


The various credit flows discussed in the preceding pages are summarized 
below. The total amount borrowed by the non-financial sectors of the economy 
is estimated to have risen from about $9% billion in both 1969 and 1970 to 
$14.8 billion in 1971, an increase of more than 50 per cent. A rapid increase 
in borrowing is not untypical of an economy in an upswing. The high level 
of mortgage and consumer borrowing reflects the degree to which residential 
construction and consumer expenditure contributed to the increase in total 
spending in the economy. ‘The relationship between borrowing and spending 
by the business sector has not been so close. ‘The amount of business borrowing 
cannot be explained entirely by investment in inventories and fixed assets in 
1971 and it seems clear that there has been a substantial increase in business 
holdings of financial assets. 


FUNDS RAISED BY MAIJICR NON-FINANCIAL BORROWERS 


(millions of dollars) 


1969 1970 1971 

NOt rivialiclal, OUSINCSS ec, oo, vac ca pcm cee ea ueene’es 3,790 2,876 5,009¢ 
GON SUTINCES 5 mere Oe tiie eed rice Vigan d a ee 1,266 670 Psize 
MONT PASE DOLPOM CES ie feiss cristae Gamee o-s maee ae 1,608 1,461 2,355¢e 
PrOVINGES and MUNICIDANLES. ...66.. vecoea tees cen 2,362 2,615 3,100¢ 
Si rOtal aetna EN ec iy oo aad areata eas. d 9,026 7,622 11,776 
PederalkGovermment.c6. 2. oes siete so oes 278 1,992 2,985 
Sl Oba cor ent beet he Ge. Rech chick een! 9,304 9,614 14,761¢ 








¢: Estimate. 


The table on the following page shows the total financing of the major non- 
financial borrowers classified by types of instruments issued and by major sources 
of funds. It illustrates the important changes that have occurred in the structure 
of financing. Financing through the net issue of securities payable in foreign 
currencies, which had amounted to $1.6 billion or 17 per cent of total borrowing 
in 1969, declined to $761 million in 1970 and to $372 million in 1971 when it 
accounted for less than 3 per cent of total borrowing. Although net new 
marketable security issues in Canadian dollars by non-financial borrowers de- 
clined slightly in 1971 to $3.8 billion, they remained at a very high level. In 
1970 these net new issues had risen to $3.9 billion from $1.4 billion in 1969. 
The net issue of Canada Savings Bonds, which is shown separately from net 
new marketable securities in the table, amounted to $2.5 billion in 1971 com- 
pared with $714 million in 1970. 
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TYPES AND SOURCES OF FINANCING: 
MAJOR NON-FINANCIAL BORROWERS 


(millions of dollars) 
Types of Instrument 1969 1970 1971 


Mortgage and other loans from financial 
institutions to non-financial borrowers 





BagKS) 2 egt ic 2cu ota t it tas ae 2,106 1,042 3,964 
Trust and mortgage loan companies........... 810 869 918¢@ 
Sales finance and consumer loan companies. . . 589 — 254 153e 
Credit unions and caisses populaires.......... 254 207 497e 
Life insurance companies.................... 406 247 157e 
O10 GK ioc atti al o Soaltde acdc eee 195 263 221¢ 

SuUD-total te. tess teeter Wand ene eer 4,360 23k 5,910¢ 


Net new Canadian dollar marketable issues of 
non-financial borrowers including governments ®) . 


Treasury bills and short-term paper........... 381 1,110 650 
Bonds. Saree Se: oe, NE Ae ae 373 2-517 2,908 
SLOCKS Ae eee ee ee ee See 604 281 Zit 

SUD-lOtabsh Wea ie ceca Meee 1,358 3,908 3,829 


Net new foreign currency issues of non-financial 
borrowers including governments 





Shorteteniewaper. eee ee oa 30 22 44 
Sf CTOESNGE 2 5. «Aan oe Mek Te On Phe are a eR Doo 720 406 
StOGKS tea: Glen A Pie ek eae he eae 192 19 10 
SUDR Ola narete snort meen nie tnt ee 1,603 761 372 
CanaGarsavings Bonds (seer ue te tere 324 714 2,519 
Provincial and municipal securities purchased 
by Canada and Quebec Pension Plan funds...... 1,005 1,063 1,089¢ 
Net direct investment from abroad................ 350 490 590 
AIOE OS te tees onc, ra olin sh, 304 304 452e 
OV ae mre erect aD on eng an en ears. 2 & 9,304 9,614 14,761 








Sources of Funds 
Domestic financial institutions 














CANS eos ee eA ce hank Gees BAC 5 4,360 2,374 5,910¢ 
Acquisitions of securities®.................... 872 3510 43788 
Direct borrowing from the non-financial public. .... Pii2 2,469 3,615 
Borrowing from non-residents. ................. 2,300 Let 858 
GOCE Ment wnt ewe, 2. teeny Tee eee 9,304 9,614 14,761¢ 
e: Estimate. 


(1) For comparability the loans of the bank operating under the Quebec Savings Bank Act which became a chartered bank in November 
1969 are included with chartered bank loans prior to that time. 

(2) Includes the bank operating under the Quebec Savings Bank Act, mutua! and fraternal benefit societies, pension funds and the 
Industrial Development Bank. 

(3) Excludes marketable securities acquired by Quebec Pension Plan funds, which are included below with non-marketable securities 
issued to the Canada Pension Plan; includes provincial savings bonds. 

(4) Excludes net new foreign currency issues of the Government of Canada, which amounted to $14 million in 1969, — $121 million 
in 1970 and — $2 million in 1971. 

(5) Federal Government lending to provinces and municipalities and consumer credit provided by some retailers including depart- 
ment stores and oil companies. ts 

(6) Includes acquisitions of Government of Canada securities by the Bank of Canada. ra 

(7) includes both foreign currency and Canadian dollar securities acquired by non-residents as well as net direct investment from 
abroad. 
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As the figures at the bottom of the table on page 46 show, domestic financial 
institutions acquired a higher volume of marketable securities but it was the in- 
crease in their lending activity that accounted for the greater part of the growth 
in total borrowing during 1971. Loans from financial institutions to the major 
borrowers rose from $2.4 billion in 1970 to $5.9 billion in 1971, with the banks 
accounting for most of the increase. In aggregate, loans plus net security pur- 
chases by financial institutions increased in 1971 to 70 per cent of the total 
borrowing shown in the table, from 61 per cent in 1970. 

The major role of the banks and other financial institutions in supplying the 
substantial increase in financing undertaken in 1971 without a tightening of credit 
conditions was facilitated by monetary policy. From the early part of 1970 
through to mid-1971 the central bank permitted a substantial growth to occur in 
chartered bank liquid assets. The impact of this policy on bank liquidity and 


MAJOR ASSETS OF SELECTED FINANCIAL INSTITUTIONS 


Percentage Increase) 
Millions of 








dollars Average 
Dec. 1971 1966-68 1969 1970 1971 
Deposit-taking institutions . 
Chartered banks@@ 2. ..........., 35,893 11.6 5.0 9.3 19.0 
Quebec savings bank®............. 611 9.6 6.5 (2 12.5 
Trust and mortgage loan 
COMNANIOS. Yar Fear rink r7 10,929¢ 10.2 £3e2 13.8 13.2¢ 
Credit unions and caisses 
DOPUIOM CS et as gt ono a ste 5,263¢ 132 9.5 ibs 21.9e 
Sub-totali aa aees, 8). 52,696 1i5 7.0 10.5 18.0¢ 
Contractual savings institutions 
Life insurance companies........... 15,535¢ 6.3 4.9 4.2 5.8 
PONSION TINGS 4. eee kee ok ee 12,203¢ 10.9 11.8 10.7 11.28 
pubitotar.e ses. ose ee 27,7388 8.0 rey 6.9 8. 1e 
Other 
Sales finance and consumer 
Wale COMpANIES 6 ee oe 5,323e 6.0 14.5 — 2.] 3.6¢ 
Mutual and closed-end funds®...... 3,842¢ 15,9 — 5.3 —10.5 5.8@ 
OLA ie See RN ae See 89,599e 10.1 7.0 Ta 13.3¢ 
e: Estimate. 


(1) Percentage increase over previous year-end. 
(2) Major Canadian dollar assets plus net foreign currency assets; average of Wednesdays. 


(3) For comparability the assets of the bank operating under the Quebec Savings Bank Act which became a chartered bank in 
November 1969 are included with chartered bank assets prior to that time. 


(4) The average annual percentage increase shown for 1966-68 relates to local credit unions and caisses populaires only. Thereafter 
the data are based on consolidated estimates for local and central credit unions and caisses populaires, 


(5) The major assets of the mutual! and closed-end funds are shown at market value. 
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on the level of short-term money market rates encouraged both the banks and 
other intermediaries to expand their lending activities. The chartered banks’ 
total major assets grew by 19 per cent in 1971 compared with 9 per cent in 1970. 
Only the credit unions and caisses populaires appear to have grown as rapidly 
although deposit-taking institutions generally grew faster than other financial 
institutions. The assets of institutions specializing in long-term contractual 
savings agreements—life insurance companies and pension funds—grew by 8 
per cent in aggregate. Sales finance and consumer loan companies showed a 
modest increase in assets following an absolute decline in 1970 when they were 
adversely affected by the automobile strike in the fourth quarter. The market 
value of the assets of mutual and closed-end funds increased by 6 per cent in 
1971, mainly reflecting the higher level of stock prices at the end of the year. 


CHARTERED BANKS. The chartered banking system grew at a fairly steady 
rate during 1971 but, as already noted, there was a substantial change in the 
composition of the increase in the banks’ assets beginning about mid-year. A 
slowdown in the growth of liquid assets in the second half of the year was largely 
offset by a more rapid increase in less liquid assets and the total major assets of 
the banks grew at a seasonally adjusted annual rate of 18 per cent in the second 
half compared with 20 per cent in the first half of the year. 

Over the year as a whole, the less liquid assets of the chartered banks 
increased by 21 per cent. The most rapidly growing component of this category 
was mortgage loans. Mortgage lending by the banks has risen substantially since 
the Bank Act revision of 1967 and it rose particularly rapidly last year. Both 
unsecured personal loans and business loans grew by about 24 per cent in 1971. 
Large term loans to businesses appear to have increased even more rapidly and 
the proportion of business loans accounted for by term lending was substantially 
larger than in previous years. 

Chartered bank business loan authorizations under lines of credit of 
$100,000 and over, which began to increase rapidly about mid-1970, rose by 
34 per cent in 1971. Until late in 1971 the growth in authorizations of $100,000 
and over was more rapid than the increase in loans outstanding under these lines 
of credit; the unused portion of these lines rose from 46 per cent in March 1970 
to 53 per cent at the end of 1971. The growth of authorized lines of credit has 
been particularly strong in the larger accounts. 

Chartered bank holdings of provincial, municipal and corporate securities 
rose by 42 per cent in 1971. The designation of all these securities as “less 
liquid” assets is somewhat imprecise, particularly since they include some short- 
term paper, and no clear-cut line can be drawn between those kinds of assets 
which are liquid and those which are not. In 1971 the banks appear to have 
added to their combined holdings of commercial and finance company paper 
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CHARTERED BANK ASSETS AND LIABILITIES 


ASSETS 
Average of Wednesdays — Billions of Dollars 


40 
























Ratio Scale Ee 
35 
30 30 
25 Canadian Loans 3 Zo 
Non-government Securities 
and Mortgages 
20 20 
2 
Arithmetic Scale 
10 
Total 
Canadian Liquid Assets / 
8 8 
"Free” Canadian 
6 Liquid Assets 6 
4 4 
Required Cash 
and Secondary Reserves 
2 2 
0 0 
Seasonally adjusted. 
February 1972, preliminary figures, 
LOANS 
Billions of Dollars 
Ratio Scale 
Total 20 
Average of Wednesdays 
15 15 
General Loans 
Average of Wednesdays 
q le 
Business Loans tO 
Month-end 
8 & 
6 
Unsecured Personal Loans 
Month-end 
5 
4 4 


1969 1970 197] T2 


Seasonally adjusted. 
February 1972, preliminary figures. 


CANADIAN DOLLAR DEPOSITS 
Average of Wednesdays — Billions of Dollars 40 


Ratio Scale 
Total Canadian Dollar Deposits 









30 30 
25 
Fa 20 
Personal Savings Deposits 4 
15 (5 
13 aI 8 
7 
Demand Deposits 
6 6 


Non-personal Term 
and Notice Deposits 








Seasonally adjusted. 
February 1972, preliminary figures, 


direc ita! DEPOSITS 


F RESIDENTS 
Month-end — Billions of Dollars 


Arithmetic Scale 


Swapped Deposits! 





Other Foreign 





Currency Deposits! 


1969 1970 1971 1 
1, Not seasonally adjusted. 
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and bankers’ acceptances, none of which are classified as liquid assets in the 
above analysis. 


On the liability side of the banks’ balance sheet, demand deposits increased 
by 21 per cent in 1971. With the rapid growth of expenditure in the economy 
the need for transactions balances increased, and the decline in short-term interest 
rates reduced the sacrifice involved in holding liquidity in this non-interest-bearing 
form. The growth in personal savings deposits continued for most of the year 
at about the 10 per cent annual rate recorded in the previous two years but the 
very large sale of Canada Savings Bonds in the fourth quarter resulted in a larger 
than usual decline in personal savings deposits at that time, and for the year as a 
whole the increase was 6 per cent. The level of Government of Canada deposits 
was, of course, also affected by the Canada Savings Bond campaign and averaged 
almost $2.6 billion in December. 


CHARTERED BANK MAJOR ASSETS AND LIABILITIES 


(average of Wednesdays) 


Percentage increase 


Seasonally adjusted 
at annual rates 





Millions of ‘Dec. 1970 June 1971 
dollars to to 
Dec. 1971 19700) 19710) June1971 Dec. 1971 
Totalimajor assets... el eee ew 35,893 o:3 19.0 20.0 18.0 
Canadian liquid assets.............. 10,418 24.9 1335 20.5 jen 
Less liquid Canadian assets......... 25,249 2.8 20.9 17.7 241 
including: general loans.......... 18,839 D3 19.7 15.7 24.0 
(business loans)®...... (11,068) (522) (24.4) C12.3) (37.0) 
(unsecured personal 
Loans) es ea (5,777) (12.2) (23.9) (21.9) (26.0) 
residential mortgages . 2,268 10.5 56.5 49.7 63.6 
provincial, municipal and 
corporate securities™ . raga Al) 9.3 42.3 34.4 50.7 
Total Canadian dollar deposits (less float) 33,994 10.5 18.9 20.8 i 
Demand deposits (less float)........ 7-519 4.9 2G 26.1 16.0 
Personal savings deposits........... 17,530 10.6 6.4 9.4 3.6 
Non-personal term and notice deposits 6575 26.2 39.5 30.6 49.4 
Government of Canada deposits... . Dore — 7.4 93.3 11.0 236.8 
Swapped deposits@@ >. ou. sl cae ees 732 8.9 — 56.7 — 61.8 — 50.8 
Other foreign currency deposits of 
FRSICONESCON, 65 os eile stae’s eek ok yt 965 —12.4 — 35.7 — 32.4 — 38.7 


(1) Percentage increase over previous year-end. 


(2. Includes net foreign assets amounting to — $82 million in December 1969; $89 million in December 1970; $221 millionin June 1971 
and $226 million in December 1971. 


(3) Month-end figures. 
(4) Half-yearly percentage increase not seasonally adjusted. 
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Non-personal term and notice deposits were up by almost 40 per cent in 
1971 while foreign currency deposits of residents, including swapped deposits, 
declined by 47 per cent. Much of the gain in non-personal term and notice 
deposits appeared to involve the substitution of these deposits for foreign 
currency deposits. 


TRUST AND MORTGAGE LOAN COMPANIES. The outstanding mortgage 
loans of these companies increased by 14 per cent in 1971. The strong growth 
in mortgage lending in recent years has raised the proportion of mortgages to 
total major assets and at the end of 1971 this proportion was almost 70 per cent. 
In common with a number of other financial institutions the trust and mortgage 
loan companies showed a substantial percentage growth in holdings of corporate, 
provincial and municipal bonds in 1971. 

Guaranteed investment certificates, debentures and other term deposits con- 
tinued to be the main source of funds for trust and mortgage loan companies in 
1971 although the rate of growth of their other deposits matched that of their 
term deposits for the first time since 1964. 


TRUST AND MORTGAGE LOAN COMPANIES 
MAJOR ASSETS AND LIABILITIES 


Percentage increase) 


Millions of Annual 








dollars average 
Dec. 1971¢ 1966-68 1969 1970 1971¢ 
TOlal MajlOr-aSSetS eta ces cc ees ee es 10,929 10.2 13.2 13.8 13.2 
Cash and short-term investments®. . 1,416 19.7 10.7 haa 10.3 
BONS ieee eerie ee eet aes 1,703 9.0 4.7 — 1.0 14.0 
Government of Canada........... 690 8.6 ey — 7.4 5.5 
Provincial and municipal.......... 571 7.5 — 41 6.6 2 
DOLOOl a eee hc rr as 442 12.0 bail 2.2 19.5 
Mortgage loans and sales agreements. 7,614 9.2 16.3 15.1 1a 
Preferred and common stocks....... 196 9.1 6.5 — ll 10.1 
Total major wabilities,.o......<.-.s+.: 9913 iis 1330 14.8 14.0 
Guaranteed investment certificates, 
debentures and other term deposits 7,694 13.9 16.7 16.3 14.0 
OPER AOD0SISc oa ee aly nae 2,229 4.2 3.9 9.8 13,9 


e: Estimate. 
(1) Percentage increase over previous year-end, 
(2) Short-term investments include: Government of Canada treasury bills, term deposits in chartered banks and trust and loan co- 
panies, short-term notes of sales finance companies, commercial paper, collateral loans and assets denominated in foreign currency. 
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CREDIT UNIONS AND CAISSES POPULAIRES. The 22 per cent growth in 
the major assets of credit unions and caisses populaires in 1971 allowed these 
institutions to increase their mortgage lending substantially without increasing the 
proportion of their funds allocated to mortgages. Some credit unions and caisses 
populaires became approved lenders under the National Housing Act in 1971. 
Consumer lending was also large in absolute terms compared with previous years 
although it did not grow as rapidly as other major investments. 


CREDIT UNIONS AND CAISSES POPULAIRES 
SELECTED ASSETS AND LIABILITIES* 





Millions of Percentage increase(!) 
dollars 
Dec. 1971 1969 1970 i971e 
Lota. majomassetscmeat sates. Peed 5/263 9.5 bid 21.9 
Cash, demand and term deposits... . 361 9.2 40.7 i325 
‘Government of Canada, provincial 
and municipal bonds............. 972 11.6 13.6 34.3 
Gonsumer:l0ans...4.05 asus cc be 1,700 12:3 6.6 13.9 
OletlOanSsc yok Mey se obi — 2.2 Lif 27.8 
MOTI CAGOS 2 <5: «ncn thnk aerate hs 1,647 8.8 9.3 21.4 
Other investments® ................ 266 2.6 14.7 48.6 
Total major liabilities................. 5,082 9.4 12.8 PAS 
DONOSitS ee hese we Pees a ee 3,682 16.9 18.3 29.5 
Sate Capital hse.) ye 1,400 — 2.3 2.6 5.0 
e: Estimate. 


* People estimates for local and central credit unions and caisses populaires based on quarterly data published by Statistics 
anada. 


(1) Percentage increase over previous year-end. 
(2) Includes investments in religious institutions, hospitals, and other investments not shown elsewhere. 


LIFE INSURANCE COMPANIES. The growth of life insurance companies, 
the largest of the contractual savings institutions, is not influenced by variations 
in credit conditions to the same extent as deposit-taking institutions. None- 
theless, their ability to attract funds apparently improved in 1971 compared with 
the previous two years. 

As already noted, the rate of increase in their mortgage loans outstanding 
declined further in 1971. These companies have been undertaking a shift in the 
composition of their asset portfolios, stressing acquisitions of stocks and real 
estate and, more recently, corporate bonds. Since 1968 their holdings of stocks 
and real estate have increased from 74% per cent to 13 per cent of total major 
assets at the end of 1971. 
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LIFE INSURANCE COMPANIES: ASSETS HELD IN CANADA* 


Percentage Increase“) 





Millions of Annual 
dollars average 
Dec. 1971e 1966-68 1969 1970 1971e 

Totalimatorassets. or 5.40) ui es bo. go0 6.3 4.9 4.2 5.8 
Government of Canada securities... . 513 — 5.9 jg | 13.8 2.0 
Provincial and municipal securities... 1,853 1.0 — 2.9 0.5 4.1 
Corporate securities................ 3,277 6.0 — 2.2 6.7 10.4 
Moieage l0ans 05.444. ei SS 6,720 y Be. 4,9 2.3 2.0 
ICEUOS 6) Cima ee caters, acreage 853 11.4 19.7 11.8 19.6 
Preferred and common stocks....... 1,155 20.7 24.1 9.6 18.8 
PONCY A04NS tereetcni cn ne deal as 784 10.4 19.3 15.0 Bi 
ORR Gherees strut. MER sees ewe 380 6.4 2ac2 — 14.6 — 5.7 


e: Estimate. 


* Relates to the life branch assets of all companies registered under the federal insurance acts and comprises major assets at book 
value physically held in Canada. 


(1) Percentage increase over previous year-end. 


SALES FINANCE AND CONSUMER LOAN COMPANIES. Most of the in- 
crease in the major assets of the sales finance and consumer loan companies in 
1971 was concentrated in business receivables; consumer receivables continued 
to decline for most of the year. The increase in their lending was financed by the 
issue of long-term debt and borrowing from parent and affiliated companies; 
short-term paper and bank loans outstanding continued to decline. 


SALES FINANCE AND CONSUMER LOAN COMPANIES 
MAJOR ASSETS AND LIABILITIES 


Percentage increase) 








Millions of Annual 
dollars average 
Dec. 1971€() 1966-68 1969 1970 19710) 
TotalemialOr assets) a6 fue cc ere ce D323 6.0 14,5 — 2.7 3.6 
Cash and investments.............. 322 22.0 Bord 22.7 235 
Gross receivables. VaG.0.....0...<,.2 5,097 5.4 13] — 3.8 3F 
Consumer receivables. ......... 3,066 6.7 16.5 — 0.7 —F2.9 
Business receivables. .......... 2,031 5.9 9.8 — 9.0 15.6 
Totalomajor liabilities e.g... < :os5 ee, 4,090 ae 14.7 — 5.2 0.1 
Bank 10a fae io eet c cak ee 232 — 16.4 29.2 —33.3 —13.8 
OHOLL ENN) DADEl = vues, gee ta ee 1,363 13.4 U5 — 85 — 3.3. 
Loans from parent and 
affiliated companies.............. 792 4.8 19.7 — 9.0 1.7 
Long-term debt (with an original 
term of more than one year)...... 1,703 | 6.4 6.4 7.9 4.5 
e: Estimate. 


(1) The estimates shown for December 1971 do not reflect the recent distribution of funds to the creditors of Atlantic Acceptance 
Corporation Limited. 

(2) Percentage increase over previous year-end. 

(3) Includes receivables net of allowance for bad debts. 

(4) The percentage changes shown for 1969, 1970 and 1971 are not strictly comparable with those shown for the earlier period because 
of changes in the coverage of the series. 
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NET NEW SECURITY ISSUES 


The total amount of funds raised in 1971 by both financial and non-financial 
borrowers through the issue of marketable securities was $4.6 billion, down 
slightly from $4.8 billion in 1970. However, $4.3 billion of that amount was 
purchased by Canadian residents compared with $4 billion in the previous year. 
The net issue of Canada Savings Bonds was much higher than in the previous 
year. Provincial and municipal securities acquired by Canada and Quebec 


NET NEW SECURITY ISSUES 
(millions of dollars) 





1969 1970 1971 
Funds raised through net new issues: 
Canadian dollar issues of: - 
Government of Canada. ..................... — 46 1,278 466 
Provinces and municipalities................... 74 Se) 1,438 
Non-financial corporations....:................ 1330 1,631 1,925 
EO GU: LOtal Weems OOS eo crass se 1,358 3,908 3,829 
Financial institutions and others®.............. 576 244 364 
Total Canadian dollar issues................. 1,934 4,152 4,193 
-Foreign currency issues of: 
Government of Canada. .................00.. 14 — 121 — Zz 
Provinces and municipalities................... 1.035 340 242 
Non-financial corporations..................... 568 421 130 
SU DStOLG thse ter ee, | mE 7 1,617 640 370 
Financial institutions and others®.............. 106 — i 19 
Total foreign currency issues................. Lies 619 389 
ota ltindser aise thee: ce On pepwenowrts oat ef ite 3,657 4/71 4,582 
Funds supplied by increase in holdings of 
Banko, Catlatd: a yc on fe teers sy eee 170 183 571 
Chattered banks. 0 @ ee) oo ee ee. 4 — 509 1,783 1,309 
Non-bank financial institutions................... 1,271 1527 2,407 
OVIRETTESid CLES owl Aa hee Fe eee ho 507 — 23 
NON OSes! eeu. <xreerrane mths. geen eee ne Mitel. 1,950 gl 268 
VOtal Tunds Supplied So" cel, oeaaee eee 3,657 4771 4 582 
Other security issues not included above: 
Canada Savings Bonds < oe < .. >... Bw aes 324 714 2,519 
Canada and Quebec Pension Plan funds — 
purchases of provincial and municipal securities. . 1,005 1,063 1,089¢ 
1,329 LTT 3,608¢ 
e: Estimate. 


(1) Outside Government of Canada accounts. 
(2) Includes issues of educational and other public institutions not subject to governmental guarantee. 


(3) This sub-total includes the Government of Canada foreign currency issues that were excluded from foreign currency borrowing 
by non-financial borrowers in the table on page 46. 


(4) More details of the changes in security holdings of the major investors are given in Appendix Table IV. 
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Pension Plan funds, which are also excluded from the totals above, amounted to 
about $1.1 billion, $26 million more than in 1970. 


The federal Government, which had accounted for nearly one quarter of the 
net new marketable issues in 1970, reduced its market borrowing by more than 
half in 1971 and accounted for only 10 per cent of net new marketable issues. 
Provinces and corporations both increased the absolute amount and their shares 
of total funds raised through securities markets. 

Apart from the decline in non-resident net purchases of Canadian securities, 
the most important change in the distribution of net new issues in 1971 was the 
large increase in purchases of securities by non-bank financial institutions. 
These institutions concentrated their purchases in provincial, municipal and 
corporate bonds. The smaller purchase of securities by the chartered banks was 
largely due to their reduced acquisition of Government of Canada securities 
which more than offset the increase in their purchases of provincial, municipal 
and corporate securities. 

While the non-financial resident public’s holdings of Canada Savings Bonds 
rose very sharply in 1971 its holdings of marketable securities declined slightly; a 
reduction of $866 million in holdings of Government of Canada marketable 
securities and a decline in holdings of corporate stocks were not fully offset by a 
substantial increase in holdings of other securities. 


NET CAPITAL INFLOW FROM ABROAD 


The shift to a surplus in the current account of the balance of payments and 
the consequent need to adjust the flows on capital account have already been 
discussed in previous sections of this Report. The central bank’s policy of 
maintaining easy credit conditions in the domestic capital market facilitated this 
adjustment by reducing the incentive to borrow abroad. The yield differential 
between Canadian provincial bonds and public utility bonds in the United States 
shown in the chart on page 36, for example, was virtually eliminated by the end 
of 1970. Moreover, the Minister of Finance and the Bank of Canada urged 
borrowers to examine the domestic market carefully before going abroad to 
borrow. Net new issues of foreign currency bonds by provinces, municipalities 
and business corporations declined from $1,442 million in 1969 to $724 million 
in 1970 and to $430 million in 1971. 

Largely as a result of the reduction in net new foreign currency bonds issued 
by Canadians, the net long-term capital inflow declined from $738 million in 
1970 to $478 million in 1971. Short-term transactions produced a small net 
capital inflow for 1971. Of the components of short-term flows that can be 
identified, the reduction in resident holdings of foreign currency bank deposits led 
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to a net inflow of almost $1 billion and non-resident purchases of Canadian 
short-term bills and paper, which had caused an inflow in excess of $200 million 
in both 1969 and 1970, declined to $77 million in 1971. Unspecified short-term 
capital transactions appear to have resulted in an outflow of about $1 billion 
in 1971. 

While the total net capital inflow (exclusive of changes in official reserves) 
increased modestly in 1971, there was a marked reduction in the current account 
surplus and additions to reserves were substantially less in 1971 than in 1970. 
On occasions when world exchange markets were very unsettled prior to the 
agreement reached in Washington in December, Canada’s official reserves 
increased markedly. They reached a total of U.S. $5,570 million at the end of 
December 1971 compared with U.S. $4,679 million one year earlier. The 
increase during the year included the allocation of 118 million of Special 
Drawing Rights in January 1971. Changes in official reserves as well as the 
movements in the exchange rate of the Canadian dollar are shown in the 
chart below. 


EXCHANGE RATE AND OFFICIAL RESERVES 


U.S. $in Canada Cdn. $ in U.S. Funds 





Spot Exchange Rate 











103 -— eS 97 


Changes in Official Reserves During the Month 
Millions of U.S. Dollars 








JAN, APR, JULY OcT. JAN. 


1971 
1, Includes allocations of 118 million SDRs in January 1971 and 117 million in January 1972, 
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INTERNATIONAL CAPITAL FLOWS 


(millions of dollars) 


1969 
Foreign direct investment in Canada net 
of Canadian direct investment abroad............. 350 
Canadian stocks: 
NGUOWISSUCS Cr oe cater at teak ese ee oes 210 
Trager hOurstancines te rete es eo ask oss 53 
al ees Beer fat POR Ss io Hak ny 6's wlbes 263 
Canadian bonds: 
Gross new issues to non-residents................ 1,877 
ROLINGNIS were creer re ee hs eit ces soe cp ee oe — 438 
rade inoulstandings osm oeioes eee es oa Se ee ee 2 
OL ye eto eee mete, Lae he 1,441 
Foreign securities — change in resident holdings..... 102 
Ai Orner 1One-term Capital... 20... cee ce ws —- 51 
TOtallONg- (Orin COD al vcecy vase ors fats le awk 2,105 
Purchase of Canadian bills and paper............... 246 
Resident holdings of foreign currency bank 
balances and other short-term funds abroad....... — 1,587 
Other short-term capital including errors 
@nGsOMISStIONS:;-. ss. i,t a eee Se eet oe ee 217 
otal snoct-term:.capital.<; urea. was eee —1,124 
NP OlAL-CaDIES OWS (4:36 cee aden ten etet as 981 
Increase in non-resident holdings cf 
Canadian securities 
LOCKS Mee aie oltice Serer a tha xo ese ees 263 
BONIS? Renae ae pacliy Ae aut ese Gh rer 1,441 
DOCTALEL ADC. cones iat Reick cas 246 
TGlAln eerie, wert eo ora catetantay Ghent a 1,950 


GENERAL PUBLIC HOLDINGS OF FINANCIAL ASSETS 


The increased financing undertaken by major borrowers in 1971 along with 
the decline in borrowing abroad was reflected in substantial increases in the 
Canadian dollar financial asset holdings of the general public. As mentioned 
earlier in this Report, the important role played by the banks in accommodating 
the larger amount of financing undertaken in Canada in 1971 was reflected in 


GENERAL PUBLIC HOLDINGS OF CERTAIN FINANCIAL ASSETS 
Percentage increase“) 


Millions of Annual 








dollars average 
Dec. 1971 1966-68 1969 1970 1971 
CHIRONICY fener ee seach ae oe eS sce es 3,891 8.3 9.7 6.2 thy, 
Chartered bank demand deposits. ..... 7,519 ipa 0.9 4.9 21.0 
SUD sLOtalers weet teal. ae ety ee 11,410 7.5 aye 5.4 17.6 
Other chartered bank Canadian 
dollar deposits tra ano, ane 23,905 14.3 3.0 13.6 13.6 
SUD-UGECL cre ceee A eye cm erases 35,915 19 3.5 10.9 14.9 
Chartered bank foreign currency 
deposits of residents 
saeaS WAN DEU va cateavndeains Lune etic 732 11.6 103.3 8.9 — 56.7 
Set Ol raed, 22) Bes A eee ee, 965 24.3 34.2 —12.4 — 35.7 
Sub-total: currency plus 
all chartered bank deposits 
SHOWN aDOVE!..) a-bowel cee. SL ,UL2 173 hs 9.5 9.1 
Credit unions and caisses populaires 
MOD OSIES weslic tos) et acc eer ear os 5,082 13:5 9.4 12.8 Pacey 
Quebec savings bank deposits. ...... 592e 9.6 7.9 Ter ris 
Trust and mortgage loan company 
MCPOSIS 25a eee eaten 9,919e i bal 13-5 14.8 14.0 
Sub-total: obligations of the 
financial institutions 
SHOWN Q00VO< 24> cae: 52,605 T2.2 8.7 10.7 11.1 
Short-term paper holdings of 
PESIdONtS Cohan atc cats ae eee 2,833 23.6 L5c3 24 8.0 
Canada Savings Bonds............... 9,916 7a 5.1 10.7 34,1 
General public holdings of liquid 


assets.shown above...........s..<0ns 65,354 Pi 8.5 10.3 13.9 








e: Estimate. 
(1) Percentage increase over previous year-end. 


(2) For comparability the deposits of the bank operating under the Quebec Savings Bank Act which became a chartered bank In 
November 1969 are included with chartered bank deposits prior to that time. 
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the substantial increase in private holdings of currency and Canadian dollar 
chartered bank deposits. These are part of an array of liquid assets held by the 
general public and the table on the opposite page provides additional information 
on other liquid claims for which data are readily available. 


GOVERNMENT OF CANADA DEBT MANAGEMENT OPERATIONS 


As previously noted in the discussion of the Government of Canada’s cash 
requirements, the sale of Canada Savings Bonds accounted for most of the net 
borrowing undertaken in 1971. Canada Savings Bonds outstanding increased 
by $2.5 billion in 1971 while net sales of marketable securities were significantly 
less than in 1970. There was a net increase of $205 million in treasury bills 
and $290 million in Canadian dollar marketable bonds in the year; of these 
amounts federal Government accounts acquired about $30 million. 


The table on page 60 summarizes the major market operations of the 
Government of Canada in 1971 excluding three-month and six-month treasury 
bills issued at the regular weekly auctions. Over the year a total of $280 
million was raised through additions to these bill issues. Special 364-day 
treasury bills (which are included in the table) were offered on three occasions, 
totalling $400 million against retirements of $475 million. 

The Government borrowed in the domestic bond market on six occasions 
in 1971, mainly for the purpose of refunding maturing issues. Offerings of 
Canadian dollar marketable bonds were $2,370 million while retirements and 
cancellations amounted to $2,080 million of which $225 million were guaranteed 
(CNR) issues. Most of the new loans were of medium-term maturity and the 
average term on outstanding unmatured direct and guaranteed securities short- 
ened over the year by three months, to five years and one month. 

In addition to these loans an advance refunding of a portion of the 4% 
per cent bonds due September 1, 1972 formed part of the August 1 debt 
operation. Outstanding bonds amounting to $350 million of this maturity were 
exchanged for 614 per cent bonds due August 1, 1976 convertible into 744 per 
cent bonds due August 1, 1981. After this refunding, $717 million of the 4% 
per cent bonds due September 1, 1972 remained outstanding. 

The 1971/72 series of Canada Savings Bonds offered investors an average 
yield of 7.19 per cent over a nine-year term and included an interest compounding 
option. Although the series was withdrawn from sale on November 26 its 
gross sales reached $2.6 billion and net sales in the fourth quarter amounted to 
a record $2.3 billion. 
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SUMMARY OF DIRECT AND GUARANTEED NEW ISSUES 
AND RETIREMENTS 
GOVERNMENT OF CANADA MARKETABLE SECURITIES* 











Amount 
retired 
Amount delivered (millions 
(millions of dollars Term to Vield ta of dollars 
Date Issues offered par value) maturity maturity par value) 
1971 (payable in Canadian dollars) 
Jan. 16 400) 
Feb. 12 Treasury bills 125 364 days 4.98 125 
Feb. 15 634% Feb. 15, 1989 150 18 yrs. 6.85 
Apr. 1 5% Apr. 1, 1974 100 3 yrs. 5.00 
544% Oct. 1, 1976 EAS 5 yrs. 6 mos. 5.50 
614% Apr. 1, 1980 200 9 yrs. 6.40 
475 425 
May 14 Treasury bills 125 364 days 4.06 125 
June 1 5% Apr. 1, 1974 250 2 yrs. 10 mos. 5.15 
534% June 1, 1976 . 125 5 yrs. 5.98 
616% June 1, 1979 100 8 yrs. 6.66 
475 425 
Aug. 10) 314% Dec. 15, 1972 125 l yr. 444 mos. 5.13 
514% Dec. 1, 1974 75 3 yrs. 4 mos. 6.00 
614% Aug. 1, 19766 350 5 yrs. 6.25 
550 350 
Otten 514% Dec. 1, 1973 150 2 yrs. 2 mos. 5.29 
516% Oct. 1, 1976 220 5 yrs. 5.91 
370 370 
Nov. 26 Treasury bills 150 364 days 3.60 225 
Dec. 15 414% Dec. 1, 1974 125 2 yrs, 1144 mos. 4.36 
584% Dec. 15, 1979 225 8 yrs. 5.87 
350 46§3@) 
Dec. 31 7 
Total bonds 2370 2,080 
Total treasury bills* 400 475 
(payable in foreign currencies) 
Apr. 15 1 (10) 
Oct. 15 ] (10) 


* Excludes three-month and six-month treasury bills. 

(1) Maturity of Canadian National Railway bonds: 274% issued January 16, 1950. 
(2) In addition to $100 million 5% April 1, 1974 already outstanding. 

(3) Delivery date August 3. Accrued interest not payable. 

(4) In addition to $100 million 514% December 15, 1972 already outstanding. 

(5) In addition to $100 million 544% December 1, 1974 already outstanding. 


(6) Offered in exchange for equal par value of Government of Canada 434% bonds due September 1, 1972. Convertible at option 
of holder from August 1, 1975 to January 31, 1976 into an equal par value of 744% bonds dated August 1, 1976 and due August 1, 
1981 giving a combined average yield of 6.66% for the full ten years beginning August 1, 1971. 


(7) In addition to $175 million 544% October 1, 1976 already outstanding. 
(8) Includes $178 million of Canadian National Railway bonds: 534% issued December 15, 1959. 


(9) Cancellation by purchase funds of the following Canadian National Railway bonds: $1.8 million of 5% May 15, 1977; $2.0 million 
of 534% January 1, 1985; $3.5 million of 5% October 1, 1987. 


(10) Partial redemption at par of U.S.-pay/5%' October 15, 1987 for the Sinking Fund. 
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Appendix Tables I to lv > 
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APPENDIX TABLE | 


BANK OF CANADA ASSETS AND LIABILITIES 
(monthly changes — millions of dollars) 


Government 
of Canada 


securities at currency 
assets 


book value 

1971 
Jal aera +181 
Feb.. + 1 
Nabe ante, — 52 
Apr.. — 21 
May nae s + 8 
June. +102 
JULY Saks + 40 
AUS? 34. +192 
Septrkienc + 60 
OCs cs — 134 
NOV +123 
DOC as o + 74 

Total +574 


Net 
foreign 


— 123 
— 20 


investment 
in 


+11 


All 
other 
assets 


(met) 


71 
— 69 
ary. 
+ 99 
are 
+ 76 
aay) 
ents 


Note 
circulation 


— 187 
+ 2 
+ 49 
+ 38 
+112 
+ 98 
+ 66 
+ 6 
+ 3 
+ 39 


Canadian dollar deposit 


liabilities 
vibanke tot canades 

Gy, di 
lip 23 
nett Sige 
+ 53 ray? 
+ 49 a5 
cae wen, 
DEY, 70 
+ 95 ass 
=75 + 54 
+ 38 —105 
— 38 + 39 
+ 49 as 
+296 — 160 


Other 





4- 


+ 


ao fe 


63 


APPENDIX TABLE !! 


BANK OF CANADA NET TRANSACTIONS IN GOVERNMENT OF CANADA 
SECURITIES IN 1971 


nnn nnn nner rere errr neers rere errs SSS SS sss SSS 


(delivered basis — par value in millions of dollars) 


Net purchases from (+) or net sales to (— ) investment dealers and banks 


cia Sub-total Securities 

PLuMSie  aisnides  UColGhs we Ges Uw 20 penta ue eee hae tees 

tT ea ee mentee sy tube Pome? +149 - ~ - ~ +149 + 81 

Feb. eee ea creo ~ - ~ +60 +136 — 88 
NaC Seat ema e tems tee +6 ~ - - - + 8 - 
[Va] Gg Seaeaets Ta ey ae + 9 = ~ - - + 9 - 
| Cb on Dee peneren ot + 5 ~ + 3 — 3 +14 + 19 - 
DUNO Maa tee eee + 53 +13 — 1 —12 +1 + 54 - 
HUY coere alii ete Cea + 10 - + 2 — 2 ~ + 10 - 

RUG eee ty + 73 - + 43 - ~ +116 + 29 

DOD ar otc ants + 81 +1 “ - 1 ~ + 81 + 41 

OC atin tig nays + 45 - ~ - - + 45 — 70 

NOW RS Me Tas + 25 ~ ~ - ~ + 25 +140 

DEC wer soe Gs +119 +62 + 53 ~ - +234 — 140 

HOt eat +653 +76 +100 —17 +75 +887 — 7 


Se ee ere ee t—i‘igeecme (SC geese 
perme ee ee meee OS 


| 


(1) Advances by the Bank of Canada to the chartered banks were outstanding on 27 business days and purchase and resale agree- 
ments with money market dealers were outstanding on 78 business days. Over the reat as a whole, the average daily amount 
of advances outstanding was $664,000 and the average daily amount of securities held y the Bank of Canada under purchase and 
resale agreements was $16.0 million. 

(2) Classified by years to maturity at time of transactions. 
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Net transactions with Government and other client accounts 


Net purchases from (+) or net sales to (— ) 

















Purchases eee Net change in holdings of 
Sitacicadieldings!” Invertivent Acct. Mania tikene acrounte on MMe y meat catia lenaeng 
bills bonds bills bonds bills bonds bills bonds _ total 
+ 17 - - - — 64 — 2 +139 + 42 +181 
— 54 + 25 - ~ — 1/ — 1 — 35 +37 + 2 
— 32 - - - — 32 — 1 — 55 — 1 — 56 
— 3 + 11 ~ - — 32 — 6 — 26 + 5 -— al 
+ 40 - - ~ — 34 —14 + 11 ~ 4- ll 
+ 29 + 53 - - — 31 — 3 +52 +50 +102 
+101 ~ ~ - — 61 — 9 +50 —- 9 + 41 
+ 18 +. 51 - ~ — 22 - +90 +4101 +191 
Abs G| ae = a — 46 ~ + 39 + 19 + 59 
— 24 — 10 - - — 63 — 13 — 8 — 49 —134 
Nee) = * - — 40 - + 26 + 96 +4123 
+ 41 + 4 ~ ~ — 59 — § +57 +17 +74 
+114 + 133 - - — 499 — 55 +265 +308 +9573 
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APPENDIX TABLE II! 
GOVERNMENT OF CANADA FINANCIAL ACCOUNTS 
(millions of doflars) 


Calendar Calendar Calendar 
1969 1970 1971 








1. Budgetary surplus (—) or deficit.......................... — 605 165 688 


Funds borrowed (—) from: 


Public service superannuation accounts................... — 591 — 679 — 737 
Unemployment insurance and old age security funds... —132 166 — 40 
All other adjustments to national accounts basis (net)... 555 360 439 
2. National accounts basis surplus (—) or deficit............_.. —773 12 350 
3. Increase in major loans and advances to: 
Central Mortgage and Housing Corporation................ 468 eye 711 
Farm Credit Corporation.......... MY Ltn Scs x knny gee 96 bi 2) 
CNR (incl. Air Canada, excl. debt refunding).............. 85 144 146 
Export Development Corporation......................... Sp 51 112 
Municipal Development and Loan Fund................... — 6 - 2 — 9 
Canadian Broadcasting Corporation..................._.. 15 Lg 29 
Canada Development Corporation... .................... - - on 
NatlOnal BOVETNIMENtS eo, ee ee ee 37 Ni 98 
Provincial SOVErNMeNtS, 6... 62 ue eo ean e ce, 67 32 lll 
DUNG Se nn oo gh eee | cee 5/7 50 61 
SUDtGlal eee ee a ee Re 854 975 1,307 


4. Canadian dollars required to finance increase in Government's 
foreign currency assets (or reduction in liabilities): 


Advances to the Exchange Fund......................... — 207 tooo 1,048 
Holdings of IBRD and Columbia River Treaty bonds........ — 32 = hoe — 26 
Subscriptions and advances to international agencies... 30 379 4] 
Foreign-pay securities (outside Gov't accounts)........._.. — 14 pa 2 
Demand notes payable to international agencies........... 225 — 301 — 382 

SUDOtale.. steer Mee eects A 6 1,566 683 


». Funds required for net increase in other assets or reduction 
in other liabilities :™ 


nerondable corporatiomitax.:. aia o> Byes 2 es 110 44 2 
Excess of accrued corporation income tax over collections —475 — 405 20 
All other assets and liabilities......... —119 — 285 — 200 
Sh Et Cotaleee Saeed et Vetere One Oa eee Pere, Dar Ae eee een 
6. Total Canadian dollar financing requirements (sum of 

IOUS 7702 AaNG 5). Aarne en a hale oh) lag — 397 1,907 2,162 
7. Total Canadian dollar financing requirements were met by: oe a ao 

Increase (+-) in Canadian dollar marketable securities 
outside Government accounts......................... — 46 1,278 466 
Increase in Canada Savings Bonds outstanding... 324 714 2,519 
Reduction (+-) in Canadian dollar cash balances..... ___. — 675 — 85 — 823 
CORA Galton O02 ieee as aoe eee etl oe ey — 397 1,907 2,162 


ns —_—_—__ ee 


(1) Apart from those shown in Item 7. 
(2) A contra amount is included in “All other adjustments to national! accounts basis (net)’’ shown in Item |. 
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APPENDIX TABLE IV 


NET NEW SECURITY ISSUES AND CHANGES 
IN HOLDINGS OF SECURITIES 


(miilions of dollars) 


1969 1970 1971 
Net new security issues by :( 
Government of Canada®. .. 22. vo. ci ce ev cv cap ees — 32 L157 464 
Provinces and municipalities 6% 22.600. nec eoe ss 1,109 1,339 1,680 
DOO atONs .UONUSs) co. age g eee ok een oe 990 1,677 1,869 
SHOE LeLMDaveleses ee es cla ne 598 230 257 
SUOCK Sa naspeer oe pace c ok nb 992 345 312 
Tee Eset’ | dp i 3,657 4,771 4,582 
(of which:non-financial borrowers)............ 22975) (4,548) (4,199) 
Increases in holdings of: 
Bank of Canada 
Governenvol.Galadda were eso eee 170 183 571 
Chartered banks 
Government of Canada market issues........... — 482 1-510 721 
Provincial and municipal securities............. — 23 107 ZZ 
GOPDOLALGSCCURUIOS Sas tne te ss see eee o 4 166 426 
TP Otalcharteced Danks «lew. s yihes aay eee = 909 1,783 1,359 
Non-bank financial institutions 
Government of Canada market issues........... 105 — 91 80e 
Provincial and municipal securities............. 194 399 835e 
Corporate bonds and short-term paper.......... 150 657 777e 
CORDOLALE SLOCK See ay ai auc ciA eh ccnpace eee os aon 822 S22 715e 
Total non-bank financial institutions.......... Le2 7% Baya 2,407° 
Other residents 
Government of Canada market issues........... 166 — 263 — 866 
Provincial and municipal securities............. — 104 456 302 
Corporate bonds and short-term paper.......... 806 409 809 
COrporarestoGk Sewer, 7 eas arta woe ee ieee — 93 — 95 — 268 
MOtAMOLHeL ESI GENES = ai 4naad aac ta tae 2 oe 775 507 — 23 
Non-residents 
Government of Canada market issues........... 9 — 222 — 42 
Provincial and municipal securities............. 1,042 377 331 
Corporate bonds and short-term paper.......... 636 698 114 
COrporace SLOCK Semen er een eee) Lo 263 — 82 — 135 
POLAt TON FESII CHES tween. ns ee ran sote se a eee 1,950 771 268 


e: Estimate. 

(1) Excludes Canada Savings Bonds and provincial and municipal securities purchased by Canada and Quebec Pension Plan funds. 
(2) Outside Government of Canada accounts. 

(3) Includes issues of educationa! and other public institutions not subject to governmental guarantee. 
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BANK OF CANADA STATEMENT OF INCOME AND EXPENSE 


YEAR ENDED DECEMBER 31, 1971 
(with comparative figures for 1970) 


(thousands of dollars) 


income 


Revenue from investment and other income................ 


Expense 


SO ATATIG GS. eg oa MD a ea nee oso ova ows pedueny 
Contributions to pension and insurance funds.............. 
Otherslan expenses >. cas oe eh oeea es wa kaee + eee 
DPE ClORS GCS Meta. nee ee in ast s oe ee Corea es 
Binditors 1628S And OXbensess, cove eens... css shenaagen el 
Taxes municipal-and HUuSINGSS.. 27.007 .c: ose cette: 
R.C.M.P. guards and security protection.................... 
BanksnOle COSIS.5 co ee Pa fc: ese sens pein’ = kee 
Data processing and computer costs..................-.--- 
Maintenance of premises and equipment — net.............. 
Printing and other costs of publications.................... 
Othon printing and stationery... .. 222 en hese ween ek oe vee es 
Pastacealid:eXxDleSSermar nad cliad Pte. «eae an el dene res 
Telephones and telegrams... 22... 6.0... ee eee neces ees 
RAVE aU Stall LiAlSleLSotuwincie eo ce ce te eee enone 
Mnterest-on unclaimed Ddlances.4...cen sty tee omen caine 


GUner OXDONSCSaen gene ee a a see eres © i, see eres 


Depreciation of buildings and equipment ...........-++0- 


Net Income Paid to Receiver General for Camada.......... 


(1) The number of staff averaged 1,169 in 1971 and 1,106 in 1970. 


(2) Includes overtime pay, medical services and cafeteria expenses. 


i974 


$292,583 


$ 8,985 
2,423 
624 
29 
124 
L579 
88 
7,138 
998 
2,260 
224 
301 
316 
291 
296 
92 
378 


$ 25,/06 
1,383 
265,494 


$292,583 


1970 


$274,349 


$ 7,563 
1,877 
560 
28 
105 
1,475 
278 
Foul 
486 
1,148 
15/7 
262 
274 
268 
344 
83 
361 


$ 22,880 
1,176 
250,293 


$274,349 
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BANK OF CANADA e sSTATEME 











ASSETS 
1971 1970 
Deposits in foreign currencies: cr Se 
Pounds sterlingand-US.A. dollars. 4.25. one. a $ 42,904 $57,750 
OiNeRCUTTENCICS | Sew eee.. oon ce eames ae 232 203 
43,136 51.956 
Cheques on other banks......0.0.0.000.0 00.000. c ec cece cece cues 306,802 335;697 
Advances to chartered and savings banks .................... 2,000 
Accrued interest on investments............................ 74,225 64,416 
Bilis bought in open market, not include 1 ~ Oe 
treasury bills, at cost... 0.0.0.0... cece cece eee 997 
Investments — at amortized values: 
Mreasury DilsoF Canadas fa. 8 te culs en ae 885,232 621,195 
Other securities issued or guaranteed by Canada 
ALUN S WILHIMLITCCSVOGIS tem as tan ete ett ee eS Smee 1,769,770 1,702,569 
Other securities issued or guaranteed by Canada 
not maturing within three years.......................... ZA60 511 1,917,503 
Debentures issued by Industrial Development Bank.......... 457,874 415,599 
Securities issued by the United Kingdom and the 
UnitedyStates Ol¢AMen Caan. soc ek cco eck oon oe 214,513 136,534 
CEIGUESCCULILICS ee eur rt ce Cee M res ent srl be. cn. | 2,633 2,633 
5,490,533 4,796,031 
industrial Development Bank: SS SSS 
Total issued share capital, at cost (note).................... 56,000 54,000 
Bank premises: i 
Land, buildings and equipment 
Cost less accumulated depreciation....................... 22,206 28,580 
Net balance of Government of Canada aa _ 
collections and payments in process of settlement.......... 21,376 64,785 
Othier assets ct tae eee he ee tee 1,506 O27 
$6,018,781 $5,404,989 


Note: The audited financial statements of the Industrial Development Bank as of September 30, 1971 show an equity of $78,218,684 
at which date the Bank of Canada’s investment in the share capital was $55,000,000, 


L. RASMINSKY, Governor A. ROUSSEAU, Chief Accountant 
Ottawa, Canada, January 26, 1972. 
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ASSETS AND LIABILITIES 


er ne 


AS AT DECEMBER 31, 1971 
(with comparative figures as at December 31, 1970) 
(thousands of dollars) 


LIABILITIES 


1971 
Capital pale Ue hs ic eee se eee $ 5,000 
Seat Chiral te ee SE a ce ae OR Oe 25,000 
Natectinccirciilation os ee ee ee ce 4,103,423 
Deposits: 
Gauernmiontiol Canadaaas. Uacs cides ovaremsbibar wo 68,365 
COATTOLEU DARKSs coe book ten ee Peek eae 1,472,816 
Neth SUES Pe Ts, a Re nae ee an ome rT any arene A 43,964 
1,585,145 
Liabilities in foreign currencies: no - 
AVOr Mento GANad acct onesies hee een oma he 38,750 
CER OT ae tate cease ee ESD | OPIS co, Se renee 304 
39,054 
Bank of Canada cheques outstanding. .............-.---- 257,621 
Other abilikien ee os ss ie ae es 3,538 


$6,018,781 


1970 


$ ©=—-5, 000 


25,000 


3,032,017 


227,968 
1,176,434 
oT, 908 


1,442,353 


32,259 
B02 


32,987 


264,981 


$5,404,989 


Auditors’ Report e We have examined the statement of assets and liabilities of the Bank of Canada as at December 31, 1971 
and the statement of income and expense for the year then ended. Our examination included a general review of the accounting 
procedures and such tests of accounting records and other supporting evidence as we considered necessary in the circumstances. 

In our opinion these financial statements present fairly the financial position of the Bank as at December 31, 1971 and the results 


of its operations for the year then ended, 
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Bank of Canada - Banque du Canada _ ottawa kiA0G9 


February 28th, 1973. 


TERME Ole.) Oli ee LULt ale Tau ame 
Minister of Finance, 

Ottawa, Ontario. 

Dearroin, 

In accordance with the provisions 
of the Bank of Canada Act I am transmitting 
herewith my report for the year 1972 and 
a statement of the Bank's accounts for this 
period, signed and certified in the manner 


prescribed in the by-laws of the Bank. 


Yours very truly, 





Governor 

















LOUIS RASMINSKY, C.C., C.B.E. 
Governor of the Bank of Canada 
1961 - 1973 


Mr. Louis Rasminsky retired as Governor of the 
Bank of Canada on February 1, 1973. He was appointed 
Governor on July 24, 1961 and reappointed in 1968. 

Over a period of thirty-three years of distinguished 
service with the Bank, including the last twelve as its 
Governor, Mr. Rasminsky’s contributions in the field of 
Canadian economic policy and international monetary 
affairs have been of the highest order. Prior to joining the 
Bank in 1940 he served with the League of Nations, and 
his career as an outstanding international and Canadian 
public servant now spans a total of forty-three years. 
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The Annual Report of the Governor of the Bank of Canada is prepared 
pursuant to Section 26(2) of the Bank of Canada Act which requires that the 
Bank transmit to the Minister of Finance a statement of its accounts for the 
financial year “together with such summary or report by the Governor as he may 
deem desirable or as may be required by the Minister”. In the past the Report 
has served not only to explain the policy that the Bank has followed and to 
communicate views of the Governor on current problems in the economy, but 
also to provide detailed reviews of economic and financial developments in 
Canada and abroad. For over a year now, however, articles on such develop- 
ments have been published regularly in the monthly Bank of Canada Review 
under the direction of an Editorial Board, and it is the intention of the Bank to 
continue this practice. As a consequence, that part of the Report dealing with 
the economic background is less detailed than in recent years. 
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Some Highlights of the Year 


The economic expansion that began just over two years ago continued 
during 1972, and output and employment again increased substantially. The 
performance of the economy was less satisfactory than had been hoped for, how- 
ever, as unemployment remained high and prices rose more rapidly than in the 
previous year. 

Official national accounts estimates for the full year 1972 are not yet avail- 
able, but it would appear that the gain in Gross National Product in real terms 
approached the 54% per cent increase recorded for 1971. At the time of writing 
this Report it is not possible to be more precise because 1972 was a year in which 
the problems of reconciling all of the information normally relied upon in making 
such estimates have been more than usually difficult. 


The growth of output would have been greater had it not been for setbacks 
during the summer. In the third quarter, work stoppages had a particularly 
disruptive effect on production and trade, and bad weather reduced agricultural 
output. After August, however, industrial activity rebounded strongly and total 
output in the economy was growing very rapidly in the closing months of the 
year. External markets for the products of our basic resource industries, many 
of which had remained relatively weak during the earlier stages of the recovery, 
improved greatly over the course of the year in response to the strong rise in 
economic activity in progress in the United States and the resumption of more 
vigorous growth in Japan and Europe. Thus, a strong and broadly based 
expansion now appears to be under way in Canada, supported by stimulative 
demand management policies at home and by rising activity in the United States 
and overseas. 

It is not clear at this time whether the gain in real output in 1972 was any 
greater than the normal growth of the economy’s potential. In any event, the 
increase of just over 3 per cent in employment was matched by the continued 
rapid growth of the labour force and the unemployment rate averaged 6.3 per 
cent, almost as high as in the previous year. Indeed, on a seasonally adjusted 
basis unemployment reached a peak of 6.9 per cent of the labour force in 
September, though by January 1973 it had dropped back to 6.2 per cent. 


Although there is undoubtedly too much slack in the economy, there is, at 
the same time, some reason to believe that unemployment rates may no longer 
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reflect the same degree of ease in labour markets as they formerly did. It has 
always been the case that in the Canadian labour market bottlenecks and 
shortages tend to emerge in certain areas of the country and in certain industries 
while the average national level of unemployment is still relatively high. How- 
ever, the numerous reports of employers finding difficulty in hiring workers in 
1972 at a time when the reported unemployment figures were higher than at any 
time since the beginning of the sixties suggest that some new element has been 
affecting the situation. In particular, changing income maintenance arrange- 
ments may be tending to increase the number of those who are reported as 
remaining in the labour force but who want jobs only from time to time, and may 
be lessening the urgency with which others seek re-employment. This latter 
factor may also have had some effect on employment and output in industries 
that apparently had difficulty in filling vacancies in 1972. 

In view of the implications of such questions for economic policy in general 
and for demand management policies in particular, there is an urgent need for 
additional information and analysis in this area. Demand management policies, 
including monetary policy, require that judgments be made about how much 
room there is for the economy to expand at above-normal rates of growth. 
Labour force statistics are normally relied on to provide some of the most rele- 
vant information for such judgments. I therefore welcome both the recently 
announced decision of Statistics Canada to devote increased resources to ex- 
panding the statistical information on the labour force and the intention of the 
Economic Council of Canada to undertake a special study of the labour market. 

The more rapid rise of prices in Canada in 1972 was disquieting. To an 
important extent this trend reflected world-wide influences that were pushing up 
prices of many basic foodstuffs and a number of other primary products. These 
external developments contributed to unusually large increases in Canada in food 
prices and in the cost of residential building materials. On balance, however, 
prices of other goods and services in Canada also increased somewhat more 
rapidly than in the previous year, and this occurred despite the absence of any 
general pressure on productive capacity in the economy. While many other 
countries, especially in Europe, had even more serious cost and price problems 
of this kind in 1972, our most important trading partner, the United States, did 
considerably better than we did. 

The major external influence on the Canadian economy over the past year 
was the marked acceleration of business activity in the United States. The rates 
of growth in the other major industrial countries also picked up during the year. 
These developments were reflected in our export trade. Despite rather sluggish 
markets overseas for primary industrial commodities until late in the year total 
exports increased by 12 per cent. However, the rise in imports of 20 per cent 
outpaced the rise in exports by a substantial margin, and the current account of 
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Canada’s balance of payments moved back into deficit. The high rate of import 
growth lessened the impact of the strong gain in domestic demand on Canada’s 
output and employment in 1972. 


By January 1973 rapid economic expansion in the United States had 
reduced the unemployment rate in that country from 6 per cent of the labour 
force in January 1972 to 5 per cent. The U.S. economy has now developed so 
much momentum that the concern of the authorities has shifted towards con- 
taining the expansion and maintaining an improved price performance. The 
essence of their problem is to move smoothly and in good time from the recent 
very high rate of economic growth to a rate that can be sustained over the 
longer run. 

In February of this year foreign exchange markets in a number of countries 
around the world were once again dominated by a sharp fall in confidence in 
exchange rates arising from the fact that the massive imbalance in world trade 
and payments that developed in the latter part of the 1960s has yet to be 
corrected. The United States continues to have a very large deficit in its balance 
of international payments on current account, while Japan, as well as the con- 
tinental members of the European Economic Community taken as a group, 
continue to have very large current account surpluses. Strong forces in the 
direction of adjusting these imbalances were at work in 1972, including the 
realignment of exchange rates that followed the Smithsonian meeting in December 
1971 and the much better recent trend of prices and costs in the United States 
than elsewhere. Their influence was, however, temporarily offset by other 
forces, including the perverse initial impact of exchange rate changes on the value 
of trade flows and the fact that the timing of the business cycle in the major 
trading countries was very unfavourable to the required adjustment. While the 
turbulence in world currency markets this year has been a matter of concern, the 
further major adjustment of exchange rates in February 1973 should help to 
restore more orderly conditions and in time can be expected to add substantial 
new strength to the forces operating to correct the underlying imbalance. 


Improved arrangements for achieving and maintaining international pay- 
ments equilibrium are now under study by an ad hoc Committee of the Board 
of Governors of the International Monetary Fund, known as the Committee of 
Twenty on International Monetary Reform and Related Matters. The Com- 
mittee is composed of Finance Ministers, one of whom is the Minister of Finance 
for Canada. With the help of a Committee of Deputies it is examining all 
aspects of international monetary reform. 

The prospects for a sustained and orderly expansion of world trade in the 
future are closely linked to the progress made towards an acceptable world struc- 
ture of balances on current account. Canada’s interest in encouraging such 
progress is clear. It is also clear that Canada’s international balance on current 
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account is not contributing to this problem. This may not seem evident if only 
trade in goods is considered, but trade in services is equally relevant, and a large 
deficit on service account is a predominant feature of Canada’s balance of inter- 
national payments. Our balance on all current account transactions did move 
into appreciable surplus in 1970, but it has since weakened and is again in deficit. 


While an acceptable world structure of balances on current account is the 
goal of present initiatives to adjust countries’ payments positions, that structure 
will not be viable unless it is matched by appropriate international flows of 
capital. It is mainly in this area, that of achieving a balance on capital account 
appropriate to the balance on current account, that Canada has had a problem 
in recent years. 


Both internal and external considerations influenced the monetary policy 
followed during 1972. It was apparent that large increases in demand, output 
and employment would be needed for a time in Canada if the economy was to 
regain more Satisfactory operating levels. This was the dominant consideration 
underlying the expansionary policy followed, but in seeking to maintain relatively 
easy conditions in Canadian financial markets the Bank also had in mind the 
potentially dampening effects on economic expansion of an undue appreciation 
of the foreign exchange value of the Canadian dollar that would arise from an 
excessive inflow of capital from abroad. While giving priority to the immediate 
objective of reducing the margin of slack in the economy, the Bank remained 
aware of the time-lags involved in the operation of monetary policy, and for this 
reason it kept the liquidity of the banking system under close control. 


The forward thrust of the economy now appears to be strong and expan- 
sionary demand policies are being pursued to try to ensure that excess slack is 
taken up. A situation of this character inevitably involves a risk that at a later 
stage of the expansion aggregate demand may grow too strongly and cause 
general demand pressure on prices and costs to develop. As the expansion 
proceeds it will be important to guard against this danger. In Canada, as in 
other countries, there is already a certain amount of “built-in” inflation and this 
will not be easy to reduce even over a considerable period of time. It would be 
unfortunate indeed if instead the underlying rate of inflation were to be ratcheted 
up yet another notch. 
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Monetary Policy and Financial Developments 


The general character of the monetary policy followed in 1972 is readily 
apparent from the behaviour of most monetary aggregates and indicators of 
credit conditions. 


There was a further large increase of 15 per cent in chartered bank major 
assets during 1972, following the 19 per cent increase recorded in the previous 
year. The asset growth of the banking system was again particularly striking in 
areas such as term loans to business and mortgage lending, where the banks 
have continued to increase their share of the market. Even apart from these 
competitive gains, however, it is apparent that bank lending activity has been in 
a phase of rapid and sustained growth for almost three years. 


By contrast, the chartered banks’ total holdings of Canadian earning liquid 
assets were no higher at the end of 1972 than a year earlier. This reflected the 
continuation through 1972 of the policy of close control of chartered bank 
liquidity adopted by the Bank of Canada in mid-1971. As a result, bank hold- 
ings of Canadian dollar liquid assets in excess of their primary and secondary 
reserve requirements—their “free” Canadian liquid assets—declined as a pro- 
portion of their total assets from 15.2 per cent in December 1971 to 12.8 per 


CHARTERED BANK ASSETS AND LIQUIDITY 
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CURRENCY OUTSIDE BANKS cent a year later. The net foreign cur- 
AND CHARTERED BANK DEPOSITS 
ROM ae eh Welcaaday ae ee Adaired rency assets of the banks also declined 
substantially during 1972, mainly in the 
first half of the year. 

There was a further substantial in- 
crease of 16 per cent in aggregate holdings 
of currency and chartered bank Canadian 
dollar deposits by the general public over 
the course of the year. This increase in 
the public’s liquidity was an important 
factor in the ready accommodation by 
financial institutions and markets of the 
large credit demands associated with rising 

(1) Excludes Government of Canada deposits. economic activity. 

(2) Excludes non-personal term and notice deposits. The total amount of funds raised 

by Canadian non-financial borrowers in 
1972 is estimated to have reached a slightly higher level than in 1971. There 
were further sizeable increases in consumer and mortgage borrowing and in funds 
raised by provincial and municipal governments and their enterprises. Non- 
financial business borrowed less than in 1971 when this sector appears to have 
added to its holdings of financial assets on a particularly large scale. Borrowing 
by the Government of Canada also declined in 1972. Although the Govern- 
ment’s financial requirements, excluding foreign exchange financing, were of 
roughly the same order in each calendar year, the use of Canadian dollars to 
finance purchases of foreign exchange was considerably smaller in 1972. There 
was also a much smaller increase in the Government’s cash balances in 1972 
than in the previous year. 
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(2) Includes government enterprises. Loans from the Government of Canada are excluded. 
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The financing of these total borrowings in 1972 involved somewhat smaller 
net sales of marketable securities than in 1971, and there was also a substantial 
decline in the net sale of Canada Savings Bonds from the unusually high level 
reached in 1971. On the other hand, the strong growth of loans and mortgages 
was reflected in rapid expansion of the assets of all major types of financial 
institutions; in total their assets increased at the same rate as in 1971. 


MAJOR ASSETS OF FINANCIAL INSTITUTIONS!” 
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(1) Figures for December 1972 are estimated except for banks. 


On the whole, credit demands in 1972 were accommodated without any 
major, sustained upward movement in Canadian interest rate levels. Although 
most long-term interest rates rose appreciably in the course of the first half of 
1972, these increases were not fully maintained. By year-end, for example, 
mortgage rates had receded somewhat from the levels reached several months 
earlier. The upward movement of short-term interest rates in Canada was 
more pronounced, but was reversed abruptly around mid-year. These rates 
have since tended to remain relatively low while comparable short-term rates in 
the United States have moved sharply higher. 

For a time during 1972 the risk of heavy capital inflows from abroad putting 
undue upward pressure on the exchange rate for the Canadian dollar was a 
source of concern. With Canadian borrowers continuing to issue a high volume 
of long-term debt and with terms of access to funds in foreign financial markets 
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being relatively attractive, there was a substantial increase in net new issues of 
bonds sold to non-residents. A particularly heavy concentration of such sales 
occurred during a brief period in the spring. In conjunction with other in- 
fluences including the rather unusual developments described below, this led to 
a further temporary appreciation of the Canadian dollar in foreign exchange 
markets. The easing of these pressures on the Canadian dollar in June was 
most welcome. The Bank continues to support the Minister of Finance’s re- 
quest to Canadian borrowers that they explore the domestic market carefully 
before offering issues for sale abroad. 

Although there was little change in the broad objectives of monetary policy 
in Canada during the course of 1972, the situation that developed in financial 
markets in the first half of the year preserted difficulties of a rather unusual 
kind which were subsequently resolved by the so-called “Winnipeg agreement” 
in June. 

At the beginning of the year when bank loans were rising very rapidly, the 
Bank of Canada held the cash reserves of the chartered banks at levels intended 
to reduce bank liquidity and thus to moderate the pace of monetary expansion. 
The banks’ holdings of liquid assets declined in the course of January and 
February and, given the strength of bank credit demands, the banks began to 
bid aggressively for deposit funds. Increases in the rates offered by banks on 
short-term deposits contributed to the upward movement of short-term interest 
rates that began in February. Although cash reserves were eased at times of 
particular pressure on markets and the Bank of Canada also moderated the 
decline in security prices through open market purchases, interest rates con- 
tinued to rise in succeeding months. In the United States, short-term interest 
rates also rose during the period but, because the increase began later than in 
Canada and was much less pronounced, the differentials in rates widened quite 
sharply and there was upward pressure on the Canadian dollar in exchange 
markets. 

In the spring the process of escalation of Canadian short-term interest rates 
began to feed on itself and to distort financing patterns. Short-term interest 
rates—including those offered on bank deposits—rose further, while the banks’ 
prime lending rates remained unchanged at 6 per cent. Thus it became increas- 
ingly attractive for those with funds to invest to place them on short-term deposit 
with the banks, and correspondingly attractive for large borrowers to use bank 
credit rather than to issue short-term paper in the market. The increase in 
bank loans accelerated to an extraordinarily high rate in May when the banks’ 
deposit rates on large blocks of short-term funds actually rose above their prime 
lending rates. The banks’ fixed-term deposits (and those measures of the 
“money supply” that include such deposits) also rose dramatically, while the 
outstanding amount of short-term paper declined. 
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These distortions in financial markets were discussed in May and June 
during regular meetings with representatives of the chartered banks. In June 
the banks requested and received the concurrence of the Minister of Finance, 
in accordance with Section 138 of the Bank Act, to an agreement that rates of 
interest offered on deposits of $100,000 or more for terms up to 364 days would 
be limited to a maximum of 51% per cent. 

When the agreement came into effect on June 12 the whole structure of 
short-term interest rates in Canada declined, and there was also some reversal 
of the previous appreciation of the Canadian dollar in exchange markets. 

For a time the Bank of Canada maintained relatively easy levels of cash 
reserves in order to facilitate the necessary readjustments in financial markets. 
By August, the distortions that had developed prior to the June agreement had 
been pretty well removed. As can be seen in the accompanying table, the 
annual rate of growth of bank loans, mortgages and similar investments returned 
to around 20 per cent, follawing a transitional period of slow growth during 
which short-term paper business was moving back into the market. The Bank 
of Canada also re-established more conservative levels of bank cash reserves in 
order to maintain close control of bank liquidity while permitting the underlying 
demand for bank credit to be accommodated without strain. 

The extent to which the distortions discussed above affected the trend of 
total bank deposits is also shown in the table. Fixed-term deposits rose very 
sharply during the first part of the year and then declined, although remaining 
well above their level in 1971. These deposits are the dominant component 
of “non-personal term and notice deposits”. The total of other privately-held 
Canadian dollar bank deposits and currency rose at a fairly steady annual rate 
of about 13 per cent during 1972. 


SELECTED BANKING AND MONETARY STATISTICS 
(percentage increase at annual rates, average of Wednesdays) 
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The introduction of the chartered bank agreement on deposit rates of in- 
terest proved to be a useful initiative. The situation of overly aggressive com- 
petition for deposits among banks had resulted in an abnormal structure of 
interest rates and distortions in credit flows, and had contributed to an undesir- 
able appreciation of the Canadian dollar. The agreement arrested the process 
and helped to restore a calmer atmosphere. 


This is not the first occasion when competition among banks for large blocks 
of short-term funds has been pushed to extremes and some limitation has seemed 
desirable. Nor has the phenomenon been peculiar to Canada. It may well be 
that the banking industry is particularly vulnerable to this type of extreme com- 
petition. Because funds in a money market are so highly mobile, a bank that 
fails to compete on deposit rates will very quickly lose funds on a large scale. 


Arrangements to control undue competition for deposits are not uncommon 
in other countries and it appears to be the case that in Canada an arrangement 
of the kind we now have can be useful at least on occasion. However, agree- 
ments on interest rates that are rigid over time are not an ideal feature of finan- 
cial markets for they can obstruct normal market forces and inhibit adjustments 
to changing circumstances. Care must be taken to ensure that they serve to 
prevent undesirable distortions, not to create them. 

Since the end of the summer both the banks’ general loans and a somewhat 
broader measure of credit extended that includes short-term market paper as 
well as bank loans (and which, therefore, is not distorted by shifts in the sources 
of credit of the kind that occurred last year) have been rising at an annual rate 
of around 18 per cent. Although this is lower than the 25 per cent rate of 
increase in this broader measure during the year or so prior to mid-1972 when 
borrowing demands seem to have been particularly strong, it is still high. At 
the same time the banks have been adding rapidly to their other loans and 
mortgage holdings. Other credit flows have also been substantial and have 
been readily accommodated. 

During October and November some decline occurred in rates of interest 
on long-term bonds and mortgages, a decline encouraged by foreign interest in 
such investments and by the success of the 1972 Canada Savings Bond campaign. 
To some extent this easing of interest rates may also have reflected market 
reactions to evidence of earlier weakness in the economy. ‘The result was some 
narrowing of long-term interest rate differentials between Canada and the United 
States. Meanwhile, at the short end of the market there has been a greater 
change in international differentials resulting from recent sharp increases in U.S. 
and Euro-dollar short-term interest rates. Some upward adjustment of rates 
of interest on Government of Canada treasury bills and short-term bonds has 
occurred, but on the whole these have not been large and Canadian short-term 
interest rates remain at comparatively low levels. 
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Review of the Economy 


The record of the performance of the economy in 1972 is not complete as 
this Report is being written. In particular, preliminary official estimates of the 
National Accounts for the fourth quarter together with any revisions to earlier 
quarters are not yet available. However, the information at hand suggests 
that the Gross National Product expanded by some 10 per cent in value terms 
following an increase of about 9 per cent in the previous year. The increase 
in the over-all price deflator was apparently somewhat greater than 414 per cent 
compared with 34 per cent in 1971. Thus the estimated gain in GNP in 
volume terms would appear to have approached the 51% per cent increase 
registered in 1971. 


One of the important and rather special influences on both output and 
prices in 1972 was a fairly sharp decline in agricultural production, after a very 
strong increase in the preceding year. The decline of about 10 per cent was 
attributable to a number of factors. The wheat crop was of lower average 
quality than in the previous year, other western grain crops were generally 
smaller, there were generally unfavourable growing conditions in eastern Canada, 
and hog production was at a cyclical low. These developments, occurring at a 
time of general imbalance between supply and demand in world markets for 
many basic agricultural products, contributed to a sharp rise in agricultural 
prices in Canada, a drawing down of farm inventories, and an appreciable rise 
in farm income on a cash basis. 


The pattern of activity in the rest of the economy during the year was quite 
uneven, mainly because of major work stoppages which dislocated production 
and trade at various times, particularly during the summer. The number of 
man-days lost through labour disputes was in excess of 8 million, a new record 
and over 2/2 times the figure for 1971. Beginning early in the year, strikes 
disrupted air transportation for a time and in the spring there was a brief strike 
involving most Quebec public servants including teachers and hospital em- 
ployees. In the summer, severe dislocations of the normal flow of foreign trade 
were caused by maritime strikes here and abroad. Other important strikes 
occurred in construction, forest industries and iron mining—the latter contri- 
buting to a sharp decline in mining output in the third quarter. The final 
quarter of the year was relatively free of work stoppages. 
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Developments of this kind contributed to a temporary interruption of the 
expansion of the economy during the summer. The first official national ac- 
counts estimates actually showed a decline in real GNP during the third quarter, 
although subsequent revisions to balance of payments data now suggest that the 
decline may have been very slight. In any event, this hesitation was followed 
by a strong rebound in output in the closing months of the year. The gain in 
real GNP in the fourth quarter was undoubtedly very strong. An alternative 
measure of output, the index of real domestic product, rose by about 3 per cent 
from the third to the fourth quarter. Industrial production rose by 4 per cent 
over the same period and in December was more than 8 per cent higher than a 
year earlier. While the very large rise in industrial output after August owed 
something to post-strike recoveries, it is noteworthy that the gains were widely 
dispersed among industries. 


For the year as a whole domestic demand, that is the combined outlays of 
consumers, governments and, business, is estimated to have risen by nearly 11 
per cent in money terms, about one per cent more than in the previous year. 
After allowing for the greater rise in prices in 1972 the increase in the volume of 
domestic demand was close to 6 per cent, about the same as in 1971. 


Most sectors of domestic demand, with the notable exceptions of non- 
residential construction and inventories, were quite buoyant during the year. 
Personal consumption expenditures, particularly on new cars and other durables, 
registered a very strong gain. Sales of new cars, both North American and 
overseas models, reached a new record, while sales of colour television sets 
approximately doubled. 


House building also continued at a very fast pace, though the amount of 
new stimulus coming from this sector had tapered off before the end of the year; 
250,000 new housing units were started in 1972 compared with the previous 
year’s record of 234,000 units. Individual houses rather than apartments again 
accounted for an unusually high proportion of this construction activity. A 
record level of housing completions in 1972 undoubtedly stimulated consumer 
purchases of furniture and other household durables. 


As in the previous year spending by governments continued to rise strongly. 
Direct demand for goods and services apparently increased by about 12 per 
cent at both the federal and provincial-municipal levels. In addition federal 
Government transfer payments to persons, particularly unemployment insurance 
payments, rose much faster. 


Business investment in fixed capital is one of the more difficult elements of 
the picture for 1972 to assess at the present time, but it seems that the total of 
such outlays may have increased no more than in 1971. Non-residential con- 
struction may have declined slightly in volume terms, partly because of delays 
due to labour disputes. In the case of machinery and equipment there were 
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sizeable increases in imports and in shipments by domestic manufacturers, and 
outlays must have exceeded the fairly modest gain anticipated at the beginning 
of the year. In any event, such leading indicators of investment as contract 
awards and orders for capital equipment suggest that prospects for business 
investment in the current year are quite strong. 


Although there were signs that business inventories, particularly in manu- 
facturing, were being accumulated at a faster rate than in the previous year, 
they seem to have remained very low in relation to sales. This may have been 
due in part to underestimation of demand and to work stoppages. 


Between 1971 and 1972 the current account of the balance of payments 
swung from a surplus of about $400 million (balance of payments basis) to a 
deficit of about $670 million, a negative movement equivalent to a one per cent 
reduction in GNP. This swing was almost entirely attributable to a reduction 
in our surplus on merchandise trade. Merchandise exports rose by 12 per cent, 
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more strongly than in 1971, but imports rose by 20 per cent. The gain in ex- 
ports was due mainly to an increase of nearly 16 per cent in exports to the 
United States. Exports to overseas countries rose only modestly from a year 
earlier, but wheat shipments picked up strongly in the second half and towards 
year-end other exports were also rising vigorously in response to cyclical upturns 
in the major overseas countries. In volume terms the rise in imports was about 
16 per cent compared with the rise of some 6 per cent in domestic demand, and 
this strength of demand for imports was reflected across a broad range of goods. 
It is noteworthy that this increase in the market share of imports occurred at a 
time when few domestic industries appear to have been operating at capacity 
levels. 

The growth of more than 5 per cent in real GNP in 1972 was accompanied 
by an increase in total employment of 250,000 or just over 3 per cent—implying 
a gain in productivity roughly equal to the longer-term average. Non-farm 
employment increased by 334 per cent, but this gain was partly offset by a 
decline of almost 6 per cent in farm employment. As usual, employment of 
young people aged 14-24 grew relatively rapidly (by over 5 per cent) as did 
that of adult women (by 3%4 per cent). Employment of men 25 years of age 
and over grew strongly in the early months of the year but for the year as a 
whole it averaged less than 2 per cent higher than in 1971. 

The increase in the population of labour force age was slightly lower than 
in the previous year, but the proportion participating in the labour force rose 
from just over 56 per cent to 562 per cent. Consequently the rise in the 
labour force was again about 3 per cent, a little more than might have been 
anticipated on the basis of projected trends for the first half of this decade. As 
in the case of employment, the rate of increase of the labour force recorded 
for women and young people was appreciably faster than for men. 

With similar rates of increase in employment and in the labour force, the 
unemployment rate in 1972 averaged 6.3 per cent, almost as high as in 1971. 
In the early months of the year the seasonally adjusted rate was around 6 per cent 
but it rose to a peak of 6.9 per cent at the end of the summer; it was still close to 
this level at year-end but then dropped back to 6.2 per cent in January 1973, the 
same as a year earlier. 


The only region to show a reduction in the average unemployment rate in 
1972 was Ontario, where, despite a substantial increase in the labour force, an 
unusually large gain in employment of 412 per cent was sufficient to reduce the 
unemployment rate from an average of 5% per cent in 1971 to an average 
of 434 per cent in 1972. In Quebec, where increases in the labour force and 
employment were again below the national average, the unemployment rate in 
1972 was close to 8% per cent for the second year running. In the Prairie 
region the increase in employment in 1972 was matched by the increase in the 
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labour force, and the unemployment rate averaged 414 per cent, the same as in 
1971. Although employment in the Atlantic region showed the strongest gain 
since the mid-1960s, an even larger increase in the labour force resulted in the 
unemployment rate rising to 9 per cent. In British Columbia, which has typically 
had much higher rates of labour force growth than other parts of the country, 
the increase in the labour force in 1972 was again somewhat less than normal 
for the second consecutive year; however, at less than 4 per cent the gain in 
employment was also relatively moderate and the unemployment rate moved 
up to 712 per cent. 


As pointed out earlier, the interpretation of the unemployment statistics has 
become more difficult, particularly over the past year or so since the introduction 
of unemployment insurance benefits that are substantially larger and available 
for more extended periods than before. It seems paradoxical that there should 
be at one and the same time persistently high unemployment figures and evidence 
of growing difficulties in finding many kinds of labour to fill available jobs. 
Such evidence not only takes the form of widespread reports from employers but 
also is reflected in the relatively new data on job vacancies, which show that in the 
third quarter of 1972 total vacancies were almost twice as high as a year earlier. 


Despite the degree of underutilization of resources, the rate of price increase 
showed unmistakable signs of acceleration in 1972. The sharpest rise occurred 
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in food prices, which are always subject to the vagaries of weather and other 
factors affecting world supply and demand. This development poses a serious 
threat to wage and price behaviour generally, because of its marked impact on 
the cost of living, particularly of lower income groups. Many foodstuffs, in- 
cluding fruits, vegetables, eggs, sugar and coffee, registered sharp price increases 
but much of the pressure was centred on meat. A world-wide shortage of beef 
contributed to an increase in retail beef prices of close to 10 per cent for the 
second year running, while the price of pork rose by more than 25 per cent. In 
January 1973 the food component of the Consumer Price Index was 10 per cent 
higher than a year earlier, the largest increase for many years. Other consumer 
prices rose about 4 per cent and the annual rate of increase in recent months, 
after allowance for seasonal factors, has been close to 442 per cent. 


There has also been substantial upward pressure on the prices of a number 
of other important internationally-traded commodities, including lumber, petro- 
leum products, wool, and hides. This has contributed to a more rapid rate of 
increase in Canadian wholesale and industry selling prices. In particular, the 
sharply higher cost of lumber was mainly responsible for an increase in the index 
of residential building materials of about 15 per cent during 1972. 


The GNP deflator for the whole economy apparently averaged at least 42 
per cent higher in 1972 than in 1971. Profits per unit of output averaged con- 
siderably higher than in 1971, and the increase in unit labour costs was also 
substantial; productivity gains appear to have been moderate, while income per 
worker continued to rise strongly. New wage settlements under collective 
bargaining (excluding construction) again provided for average annual increases 
in earnings of over 742 per cent and in manufacturing the figure was closer to 
9 per cent. Thus increases in incomes have continued to exceed the average 
gain in productivity by a margin that is inconsistent with what has generally been 
regarded in the past as a satisfactory price performance. 
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Bank of Canada Operations 


The broad lines of monetary policy in 1972 have been discussed earlier in 
this Report. This section provides additional details on the cash management 
and securities market operations of the Bank of Canada and on the activities of 
the Bank as agent for the Government on behalf of the Exchange Fund Account 
and in the management of the public debt. 


CASH MANAGEMENT AND OPERATIONS IN THE SECURITIES MARKET. 
During 1972 Bank of Canada cash reserve management was designed to 
provide the banking system with reserves sufficient to accommodate a rapid 
expansion of credit while not encouraging the banks to add to their holdings of 
liquid assets. In the course of the year, particularly during the first half, cash 
management was adjusted from time to time with a view to dampening the impact 
of pressures that developed in financial markets. 

The secondary reserve requirement, which had been reduced on December 
1, 1971 from 9 per cent to 82 per cent, was further reduced to 8 per cent on 
January 1, 1972. There have been no subsequent changes in the secondary 
reserve requirement. Bank Rate has remained at 434 per cent as established 
on October 25, 1971. 

The record of the chartered banks’ cash reserve position during 1972 is 
presented in Appendix Table I. It should be noted that the short-run impact 
of a particular level of total cash reserves on the banking system, and on financial 
markets generally, depends on a variety of factors, including such rather technical 
considerations as the distribution of reserves among banks as well as more 
pervasive forces such as the strength of credit demands and the state of expecta- 
tions about the economy and financial markets. Since these factors change, 
sometimes quite abruptly, a particular level of cash reserves will not always be 
associated with the same response in financial markets. 

In late 1971 and early 1972 relatively low excess cash reserves were made 
available to the banks and, with loans rising very rapidly, their holdings of liquid 
assets declined from early December until the latter part of February. The two 
reductions in the secondary reserve requirements mentioned above were not 
intended to release bank liquidity and the size of the decline in the banks’ total 
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holdings of earning liquid assets over this period was such that the amount held 
in excess of reserve requirements, that is, the “free” Canadian earning liquid 
assets, also declined.” 

In December 1971, when bond yields had started to rise, the Bank of 
Canada bought securities in the market both to provide some support for security 
prices and to assist in providing cash reserves in connection with the seasonal 
increase in the note circulation. The Bank continued to buy securities during 
January and February with the principal objective of moderating the upward 
movement of interest rates. The bonds purchased during this period were of 
relatively short maturity and at the same time the Bank bought a substantial 
amount of treasury bills in connection with the reductions in the chartered bank 
secondary reserve requirement. As interest rates rose further during the spring 
and early summer the Bank continued to buy securities. Although these later 
purchases were mostly of short-term issues, they included some long-term bonds 
acquired at times when the market was under particularly strong downward 
pressure. | 

By the spring of 1972 the pressures in Canadian financial markets reflecting 
a strong underlying demand for credit were being heightened by the very agegres- 
sive competition for funds among the chartered banks. In addition to running 
off domestic liquid assets and drawing substantially on foreign sources of funds, 
the banks were bidding up the rates paid on their short-term deposits; by mid- 
May they were offering rates on large deposits in excess of their prime lending 
rates. The Bank of Canada had eased the cash reserves of the banking system in 
order to alleviate these pressures and, following the implementation on June 12 
of the agreement among banks to limit the rates paid on large short-term deposits, 
the Bank maintained relatively easy cash reserve levels for a time and purchased 
bonds in the market in order to facilitate the adjustment to the new situation. 
The Bank was particularly concerned that banks might respond to the impending 
maturity of large amounts of short-term deposits by drawing further on foreign 
sources of funds. In the event, interest rates in the money market came down 
in line with the newly agreed structure of bank deposit rates and the reallocation 
of business between the banks and other parts of the financial system was 
accomplished smoothly. By the end of July the Bank of Canada had gradually 
returned to tighter cash settings in line with the continuing policy of keeping firm 
control over bank liquidity, and this posture has since been maintained. There 
was an increase in chartered bank liquidity during the autumn, but since early 
December bank holdings of liquid assets have declined again to roughly the level 
that prevailed during the summer of 1972. 


© In addition to the traditional earning liquid assets included in these measures (that is, treasury bills, 
day-to-day loans, call loans and Government of Canada bonds) banks hold a relatively small amount of 
other short-term assets as part of the liquid portion of their total portfolio of assets. Data on these 
Seay mes commercial paper and similar instruments are now published regularly by the Bank 
of Canada. 
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The monthly record of Bank of Canada transactions in Government of 
Canada securities during 1972 is presented in Appendix Table Il. In the course 
of the year, the par value of the Bank’s holdings of Government of Canada 
securities rose by $588 million, reflecting net transactions with Government and 
other client accounts, changes associated with new issues of treasury bills and 
bonds and open market operations. In its open market operations, the Bank 
made net treasury bill purchases of $337 million and Government of Canada 
bond purchases of $543 million. As already noted, these purchases served on 
occasion to moderate pressures in securities markets, as well as contributing to the 
management of chartered bank cash reserves. The purchases of relatively 
short-term bonds also assisted in the management of the public debt by reducing 
the amount of issues held outside the Bank of Canada at the time of their 
maturity. During the first part of the year this debt management objective was 
reflected particularly in acquisitions of the 444 per cent bonds that matured on 
September 1, 1972. In the latter part of the year the acquisition from the 
market of bonds due to mature early in 1973 in exchange for somewhat longer- 
term issues also assisted debt management. 

The Bank of Canada added $191 million to its net holdings of foreign 
currency assets in 1972. The changes during the year in the Bank’s net 
foreign currency position, shown in Appendix Table II, were largely a reflection 
of swap transactions with the Exchange Fund Account under which the Bank of 
Canada temporarily acquired foreign exchange assets subject to commitments 
for their resale to the Exchange Fund Account. The use of such swap arrange- 
ments assists the Bank of Canada in the management of chartered bank cash 
reserves by providing increased flexibility in the timing of Bank of Canada 
transactions in Government of Canada securities. 


FOREIGN EXCHANGE OPERATIONS. In 1972 a deficit was recorded in the 
current account of the balance of payments after two years of surplus, but capital 
inflows were large enough to finance the deficit and produce a small over-all 
surplus. The external value of the Canadian dollar rose in the first half of the 
year, levelled out from late June to late October, and then declined. At year-end 
it was about 34 of one per cent higher than at the beginning of the year. In 
January 1972 an allocation of Special Drawing Rights increased the U.S. dollar 
value of Canada’s official international reserves by $117 million and, over the 
year as a whole, other transactions led to an increase of $229 million. In 
addition the revaluation of gold-based reserves in May added a further $134 
million to the U.S. dollar value of reserves. There was no allocation of SDRs 
at the beginning of 1973. 
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Over the course of 1972 the Bank of Canada operated on behalf of the 
Exchange Fund Account to maintain orderly conditions in the exchange market. 
During the first two months of the year the exchange rate for the Canadian 
dollar fluctuated very little and there was no significant change in international 
reserves apart from the allocation of SDRs in January. In March there was a 
brief flurry in international exchange markets as the value of the U.S. dollar 
weakened against most major currencies and the exchange reserves rose. The 
Canadian dollar began to move upward again in late April, a trend that con- 
tinued until mid-June, and reserves rose further. Both domestic and external 
forces contributed to this strength in the Canadian dollar. As mentioned earlier 
there was a sharp increase in Canadian long-term borrowing in foreign markets, 
and short-term foreign investment in Canada was attracted by the high level of 
short-term rates prior to the agreement among banks to limit the rates offered 
on their deposits. For a brief period in June, the Canadian dollar felt some of 
the repercussions of the unsettled conditions in international exchange markets 
when sterling came under severe pressure before it was allowed to float. 


EXCHANGE RATE AND OFFICIAL RESERVES 
U.S. $ in Canada Cdn. $ in U.S. Funds 


non 1.03 


.98 





99 1.01 

1.00 1.00 

1.0} oo 
Changes in Official Reserves During the Month 

300 300 

200 200 

100 100 








JAN. FEB. MAR. APR. MAY JUNE JULY AUG. SEPT. OCT NOV. DEC, JAN, FEB. 
PSIG SNe, 


(1) Includes an allocation of 117 million SDRs in January 1972. 
(2) Includes an increase of U.S. $134 million resulting from the revaluation of gold-based assets. 
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For the next four months there was little change in the Canadian exchange 
rate and in official reserves. From late October to the first part of December 
the value of the Canadian dollar declined and the Bank of Canada again inter- 
vened in the market on behalf of the Exchange Fund Account, this time selling 
U.S. dollars and reducing reserves. The Canadian dollar rose in mid-December, 
declined over the ycar-end, and then remained relatively close to parity with the 
U.S. dollar until the U.S. dollar was devalued by 10 per cent on February 12. 
For two days thereafter the Canadian dollar was very strong, but by the end of 
February both the exchange rate and the reserves were again about where they 
had been at the end of 1972. 


DEBT MANAGEMENT OPERATIONS. The federal Government’s net financing 
requirement, as measured by changes in the amount of Canadian dollar securities 
outside Government accounts less changes in the Government’s cash balances, 
decreased from $2.2 billion in 1971 to $1.4 billion in 1972. As in the previous 
year, the sale of Canada Savings Bonds accounted for most of the net borrowing 
undertaken in 1972. The outstanding amount of treasury bills increased by 
$330 million. Net sales of Government marketable bonds played only a minor 
role in financing as the outstanding amount increased by only $57 million com- 
pared with just under $300 million in 1971. Appendix Table IV summarizes 
details of the financing operations of the Government of Canada in 1972, ex- 
cluding the regular weekly issues of three-month and six-month treasury bills. 

The 1972/73 series of Canada Savings Bonds offered investors an average 
yield of 7.30 per cent over a twelve-year term and included an interest com- 
pounding option. Net sales during the fourth quarter of 1972 amounted to 
$1.7 billion and at the end of the year the outstanding amount of Canada 
Savings Bonds was $1.2 billion higher than a year earlier. 

The outstanding amount of treasury bills did not change during the first 
three months of 1972. At each of the weekly auctions from April 6 to June 22 
there was an addition of $5 million to the issue of treasury bills and from 
June 29 until the end of the year $10 million was added at each weekly auction. 

The Government of Canada borrowed in the domestic bond market on four 
occasions in 1972, mainly to refund maturing issues. Offerings of Canadian 
dollar direct marketable bonds were $1,450 million while retirements and can- 
cellations amounted to $1,393 million. The new loans were of short- and 
medium-term maturity, and the average term of outstanding unmatured market- 
able direct and guaranteed bonds shortened over the year by eight months to 
five years and nine months. 


ao 


An advance refunding of the 414 per cent bonds due September 1, 1972 
was included as an option in the July 1, 1972 debt operation. The new bonds 
were Offered to investors for cash or in exchange for the approaching Septem- 
ber 1, 1972 maturity. Of the $717 million 44% per cent September 1, 1972 
bonds then outstanding, $263 million were exchanged leaving $455 million for 
retirement on September 1. 

Bonds with extendible options were offered in both the July pre-refunding 
and the September redemption of the 4144 per cent bonds. On each of these 
occasions the offering included a 7 per cent bond maturing July 1, 1977, con- 
vertible into a 7% per cent bond maturing July 1, 1982. In total $650 million 
of these extendible bonds were issued. 
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APPENDIX TABLE | 


Jan. 


Feb. 


Mar. 


Apr. 


May 


June 


July 


Aug. 


Sept. 


Oct. 


Nov. 


Dec. 


1-15 
16-31 
1-15 
16-29 


1-15 
16-31 


1-15 
16-30 


1-15 
16-31 


1-15 
16-30 


1-15 
16-31 
1-15 
16-31 
1-15 
16-30 
1-15 
16-31 


1-15 
16-30 


1-15 
16-31 


CHARTERED BANK CASH RESERVES = 1972 
(millions of dollars, unless otherwise indicated) 


Requirements 
ron Ses 

requirements notes 
2,266 624 
2261 709 
(ESY)| 633 
2,214 615 
2242 638 
2,262 676 
2:20) T27Z 
25285 741 
elk 125 
2,285 715 
2,300 119 
2,404 as 


Required 
Bank of 
Canada 
deposits 


Average 
holdings 
of Bank 
of Canada 
deposits 


Excess 
cash 
reserve 
ratio 


Cumulative 
excess 
reserves 
for the 
period 


Number of 
statutory 
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APPENDIX TABLE II 


BANK OF CANADA NET TRANSACTIONS IN GOVERNMENT OF CANADA 
SECURITIES IN 1972 





(delivered basis —- par value in millions of dollars) 


Net purchases from (+ ) or net sales to (— ) investment dealers and banks ) 








ei LN heheh ae Sub-total Securities 
BION Uriderehe tas 40) Cabs ye Ie years)) (abendel ER eRAl 
BE LUCRS © UMN ie ape De +102 + 76 + 1 —1 = +177 +121 
PEDO A uke. epee, 0 i Oe + 44 +17 ~ = +122 —121 
Whar Mie et hae acre — 2 Hes - - + 5 + 26 - 
PE at co Se Cael 2) we oe + 21 +27 - +26 +110 - 
LCL encanta eats ae + 15 +116 - = + 1 +132 + 11 
LC ToL? ea ae a oe ea - + 26 +25 - + 3 + 54 a8! 
EFUINY soe cee eid Cae + 41 + 22 — 6 = + 4 + 61 + 9 
PERE ea edicts roar yey ts + 4] ~ ~ ~ — + 41 + 16 
Seperate +24 65 = = = Ae 89 =) 26 
STG 2) Speen: Mae ae = ee = ~ = = <5 
Novi iia 250i : : : s Steere 
Del caer rence haat OD 4+- 52 — 3 — - + 56 — 223 
Olah NG Wu awe + 337 +444 +61 —1 + 39 +880 - 





(1) Advances by the Bank of Canada to the chartered banks were outstanding on 19 business days. Purchase and resale agreements 
with money market dealers were outstanding on 115 business days. Over the year as a whole, the average daily amount of 
advances outstanding was $706,000. The average daily amount of securities held by the Bank of Canada under PRA was $17.1 
million. A one-day high of $259.3 million in PRA outstanding was recorded on November 30. 

(2) Classified by years to maturity at time of transactions. 


Net transactions with Government and other client accounts 


Net purchases from (+) or net sales to (—) 


























Purchases ee A RAS EN Net change in holdings of 
Pacifist catralalngh © lanivecttene acces aca client cceenes er cabeuritios eee 

bills bonds bills bonds bills bonds bills bonds total 
+ 54 = = a 02 : 4100 ate o0 eae 
li a és E a 24 = ca Weraciyee a5 
21 2 = 2 aly = 2179 Sh ay 
aS #2 = ue Sa el = 50) a One ems 
auras % == 2 a ee oe) 1 yaets is ee eee 
oe: a = Z EET Meee! a1'.03'5* 12 AG em 
Bris 2 = * 76. al So 231 2 Selo eerene 
229 2 = mee ye yh E63.) Cet 5 ene 
EAs +46 z a Pe ANGe ed is an 08 MeneeEes 
+ 52 2 = : eee a ge 33h a eans 7a eee 
aay i : S EN KL es SUA Cae WA an a 8 Es 
an 33 3 : Gh OReet e122) Pees eee 
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APPENDIX TABLE III 


BANK OF CANADA ASSETS AND LIABILITIES 
(monthly changes — millions of dollars) 


Canadian dollar deposit 








Sot Canidae, forelgn's Inveatmene wetter stchcaabihte 

haokivaluas aisstay, GIDE Ynct) |cireulation banks. of Canada. Other 
1972 
4/61 | el le +-251 — 100 +. 9 — 85 — 200 +212 + 66 — 3 
21) Pane — 8 — 50 + 4 + ] + 33 — 21 — 59 — 6 
Midleo am gia KO + 48 ~ — 13 + 55 — Al — 54 +26 
Aires, ep ot6 + 34 +15 +172 + 42 + 62 +156 —22 
EV eae +120 ee — =? 4-122 as — 149 +14 
Sie ane, — 46 +182 “4+ 6 + 26 +152 — 9 + 21 + 3 
aT) eee + 47 + 54 + 8 + 69 + 74 — 20 +117 + 6 
Aug....... + 56 — 90 + 2 — 90 — 8 — 16 — 80 — 18 
SEDI aces. + 9/7 — 99 + 4 +104 — 8 + 16 +100 — 2 
Oelrraa a + 33 + 49 +15 — 24 + 88 + 42 — 58 = 
Nov +270 — 22 + 5 — 715 + 45 + 24 +107 + 1 
Dec — 194 +219 + 6 +126 +307 + 51 — 209 + 9 

Potato 772591 +191 +72 + 39 +703 +225 — 42 + 8 
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APPENDIX TABLE IV 


SUMMARY OF NEW ISSUES AND RETIREMENTS 
GOVERNMENT OF CANADA DIRECT AND GUARANTEED 
MARKETABLE SECURITIES 














Amount 
Amount delivered (enilligns 
(millions of dollars Term to Yield to of dollars 
Date issues offered par value) maturity maturity par value) 
1972 
(payable in Canadian dollars — direct) 
Feb. 11 Treasury bills 125 364 days 4.39 125 
Apr. 1 514% Dec. 1, 1973 150 1 yr. 8 mos. 5.96 
614% Apr. 1, 1977 225 5 yrs. 6.50 
305 450 
May 12 Treasury bills 125 364 days 4.72 125 
July 1 534% Feb. 1, 1974 100 1 yr. 7 mos. 9.89 
7% July 1, 1977 300 5 yrs. 7.00 
400) 263 
Sept. 1 534% Feb. 1, 1974 100. l yr. 5 mos. sy Ae) 
7% July 1, 1977 © 350 4 yrs. 10 mos. 7.00 
450 455 
Nov. 24 Treasury bills 150 364 days 4.36 150 
Dec. 15 616% June 1, 1979 220 6 yrs. 516 mos. 6.55 275 
Total bonds 1,450 12393 
Total treasury bills* 400 400 
(payable in Canadian dollars — guaranteed) 
Dec. 29 7(8) 
(payable in foreign currencies) 
Apr. 15 10) 
Oct. 15 109) 


* Excludes three-month and six-month treasury bills. 

(1) In addition to $150 million 514% December 1, 1973 already outstanding. 

(2) Convertible at option of holder from July 1, 1976 to December 31, 1976 into an equal par value of 5 year 744% bonds dated July 1, 
1977 and due July 1, 1982 giving a combined average yield of 7.21% for the full 10-year period commencing July 1, 1972. 

(3) Offered in exchange for equal par value of Government of Canada 414% bonds due September 1, 1972, or for cash. 

(4) In addition to $100 million 534% February 1, 1974 already outstanding. 

(5) Convertible at option of holder from July 1, 1976 to December 31, 1976 into an equal par value of 5 year 714% bonds dated July 1, 
ae due July 1, 1982 giving a combined average yield of 7.21% for the full 9-year, 10-month period commencing September 

(6) In addition to $300 million 7% July 1, 1977 already outstanding. 

(7) In addition to $100 million 644% June 1, 1979 already outstanding. 

(8) Cancellation by purchase funds of the following Canadian National Railway bonds: $1.4 million of 5% May 15, 1977; $2.0 million 
of 534% January 1, 1985; $3.4 million of 5% October 1, 1987. 

(9) Partial redemption at par of U.S.-pay 5% October 15, 1987 for Sinking Fund. 
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BANK OF CANADA STATEMENT OF INCOME AND EXPENSE 


YEAR ENDED DECEMBER 31, 1972 
(with comparative figures for 1971) 


(thousands of dollars) 


Income 


Revenue from investments and other income 


Expense 


Salaries 


Contributions to pension and insurance funds............... 


Other staff expenses 
Directors’ fees 
Auditors’ fees and expenses 
Taxes — municipal and business 
Bank note costs 
Data processing and computer costs 
Maintenance of premises and equipment — net 


Printing of publications 


OT rep IAMINe ANCESLAUONONY coed: le Ae vane nee hl ew 


OSLACC ANE CKO Smeg Mite Ole on Oily peas ueubn tee 


Telecommunications 


Depreciation of buildings and equipment................. 


Net Income Paid to Receiver General for Canada.......... 


(1) The number of staff averaged 1,169 in 1971 and 1,242 in 1972. 


(2) Includes overtime pay, medical services and cafeteria expenses. 


or Tol ES Mm Mane chen 4. eS) ey Wereentre te) cele 00, (se '¥TL 9s fol Sy le, Sine a,a.ey ie KW Jnware) fe io) |W. wiYal Yel) es’ @ eite) el tal co; 


Semen oS Aust hes (av te" cainiia's te! ents) "61 ae) se: ke) toy) Jena)” 0) 9 dG Mauer Ye) Ce) l0[Ma/ ial ce: elite 


cial ele ehie) Eten ue! Peldwl#) wove, leiewn ea. (9) ie) (el re) We), Ve eoma te) fe) fe] <a! <8) ue, e" 16ke) teh canals) 


1972 


$330,981 


$ 10,301 
2,348 
908 
27 
124 
1,767 
8,195 
702 
1,674 
396 
333 
325 
340 
419 
103 
496 





$ 28,458 
1,450 
301,073 





$330,981 








of 
co 
wo 
co 
on 


1,579 
7,138 


2,260 





$ 25,706 
1,383 
265,494 


$292,583 
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BANK OF 


ASSETS 


Deposits in foreign currencies: 
Pounds stenting andsu 2S At dollarse.s 3.0 \0s.. tec, be 
Gi TACUREN CIOS Waters Cate ce Shc ge wk we a Ne one ha nies 


Cheques.on other banks: 3.2... es cee ee seem ene ese wends 
Advances to chartered and savings hamks.................... 


Accrued interest on investments ...°....................0.0. 


Bills bought in open market, not including 
treasury billsatecost. 56 es on es Mes 


Investments — at amortized values: 

IRE ASU KVRDING OGAIVaCe.s ree eh A re ea ee Ney, 
Other securities issued or guaranteed by 

Canada maturing within three years...................0.. 
Other securites issued or guaranteed by 

Canada not maturing within three years................... 
Debentures issued by Industrial Development Bank.......... 
Securities issued by the United Kingdom 

and thecUnited-states of America 22.5 2: 2.06 ok ones wow: 
OTUGIASECUTINIGS sme Oh et AS. iad 8 ee es le ie 


industrial Development Bank: 
Total issued share capital, at cost (note).................... 


Bank premises: 
Land, buildings and equipment 
Cost less accumulated depreciation....................... 


Net balance of Government of Canada 
collections and payments in process of settlement.......... 


OUNCE aASSCES rr see eh ee aed Se a tens Be 
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CANADA e@ STATEMEN' 


1972 


Se F03,072 
JLz 


93,994 


395,886 


1,900 


94,915 


932,110 
2 Udo pone 


2,421,515 
927,109 


414,000 
2,633 


6,350,677 


99,000 


23,106 


75,500 


1,346 


$7,056,324 


1971 


$ 42,904 
232 


43,136 
306,802 
2,000 


74,225 


997 


885,232 
1,769,770 


2,160,511 
457,874 


214,513 
2,633 


9,490,533 


96,000 


22,206 


21,376 
1,506 


$6,018,781 


ASSETS AND LIABILITIES 





AS AT DECEMBER 31, 1972 
(with comparative figures as at December 31, 1971) 
(thousands of dollars) 


LIABILITIES 


1972 1971 
Capitalipaid Up 6c yo ote ct od bhe ch eal, eae aa» eee ia $ 5,000 $ 5,000 
BROS E Erie ek reel Aka ines os DR el bs Sed Seta 25,000 25,000 
Notes in circtilation.. 264.6. sis. poke eee yee cone Soe ee Gen 4 806,242 4,103,423 
Deposits: 

CGVEIIMENE-OUCANGGd iin: .a tele ca MedNd On wonG Se oon 26,658 68,365 
RLAIDEROURDAIIKS (coerced thet Ane poe clticle calor ora es eae 1,697,893 1,472,816 
SOLO eepr eRe iat ete ON te cohen st Ran: alk Ses alle teen ee 52,280 43,964 
1,776,831 1,585,145 

Liabilities in foreign currencies: 
GOVELMIMED On GaN aG aust te v5. tic ne eee ee eee 57,760 38,750 
OL etapa ee SIS Seco eka Sta reac eared wlaeas Boxee 226 304 
57,986 39,054 
Bank of Canada cheques outstanding ....................5- 382,408 257,621 
Other liahilities 4.0% . ote see eee Een ee 2,89/ 3,096 


$7,056,324 $6,018,781 


Note: The audited financial statements of the Industrial Development Bank as of September 30, 1972 show an equity of $84,830,549 
at which date the Bank of Canada’s investment in the share capital was $58,000,000. 


G. K. BOUEY, Governor A. ROUSSEAU, Chief Accountant 


Auditors’ Report @ We have examined the statement of assets and liabilities of the Bank of Canada as at December 31, 1972 
and the statement of income and expense for the year then ended. Our examination included a general review of the accounting 
procedures and such tests of accounting records and other supporting evidence as we considered necessary in the circumstances. 
In our opinion these financial statements present fairly the financial position of the Bank as at December 31, 1972 and the results 
of its operations for the year then ended. 
G. PREFONTAINE, C.A. ASS OLITTEE, FGA: 
of Séguin, Ménard, Patenaude, of Clarkson, Gordon & Co. 


Préfontaine & Cie. 


Ottawa, Canada, January 25, 1973. 
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Board of Directors 
® 


G. K. BOUEY OTTAWA 
Governor 
Member of the Executive Committee 


R. W. LAWSON OTTAWA 
Senior Deputy Governor 
Member of the Executive Committee 


P. A. ARCHIBALD ANTIGONISH, N.S. 
J. G. BURCHILL NELSON-MIRAMICHI, N.B. 
R. W. CAMPBELL CALGARY, ALTA. 
W. R. JENKINS CHARLOTTETOWN, P.E.L. 
S. KANEE WINNIPEG, MAN. 
S. G. LAKE RAMEA, NFLD. 


J. L. LEwTAs, Q.C. TORONTO, ONT. 
Member of the Executive Committee 


D. F. MATHESON YORKTON, SASK. 
MAURICE RIEL, Q.Cc. MONTREAL, QUE. 
D. W. SLATER TORONTO, ONT. 


J. TASCHEREAU QUEBEC, QUE. 
Member of the Executive Committee 


A. WALTON VANCOUVER, B.C. 


EX-OFFICIO 


S. S. REISMAN OTTAWA 
Deputy Minister of Finance 
Member of the Executive Committee 
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Officers 


G. K. BouEy, Governor 
R. W. Lawson, Senior Deputy Governor 


G. E. FREEMAN, Adviser B. J. DRABBLE, Adviser 

D. J. R. HUMpureys, Adviser R. JOHNSTONE, Adviser 

L. F. Munpy, Director of Administrative Operations G. HAMILTON, Secretary 
J. BUSSIERES, Associate Adviser 


R. F. Hirscu, Auditor A. Rousskau, Chief Accountant 
D. A. THOMPSON, Deputy Auditor 
D. G. WARNER, Assistant Auditor 


SECURITIES DEPARTMENT 
D. G. M. BENNETT, Chief 


J. M. ANDREwsS, Deputy Chief A. W. Nose, Deputy Chief 
F. FAurRE, Deputy Chief R. C. PaGE, Assistant Chief 
J. M. McCorMack, Securities Officer I. D. CLUNIE, Securities Officer 
D. R. CAMERON, Securities Officer 
Toronto Division Montreal Division 

J. T. BAXTER, Chief T. G. BOLAND, Chief 
V. O'REGAN, Deputy Chief J. CLEMENT, Associate Chief 
J. KIERSTEAD, Securities Officer L. PELLAND, Securities Officer 


T. NOEL, Securities Officer 
H. JANSSEN—Vancouver Representative 


RESEARCH DEPARTMENT 
J. N. R. WILSON, Chief 


J. W. Crow, Deputy Chief *D. B. BAIN, Deputy Chief 
A. G. KEITH, Assistant Chief F. W. Gorset, Assistant Chief 
Dorotuy J. POWELL, Editorial Adviser D. R. STEPHENSON, Research Officer 
G. E. ANGEVINE, Research Officer A. C. MACKENZIE, Research Officer 
G. B. GLorIEUxX, Research Officer S. L. Harris, Research Officer 
J.-G. TURCOTTE, Research Officer R. PARTRIDGE, Administrative Officer 


KATHRYN E. Dawson, Librarian 


*seconded for planning of new Head Office 


DEPARTMENT OF BANKING AND FINANCIAL ANALYSIS 
W. A. McKay, Chief 


J. E. H. Conpber, Assistant Chief S. VACHON, Assistant Chief 
J. F. DINGLE, Research Officer R. F. S. JARRETT, Research Officer 
M. A. WaLker, Research Officer G. W. KING, Research Officer 
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Officers 
(Continued) 


INTERNATIONAL DEPARTMENT 


ALAIN JUBINVILLE, Chief 


EpitH M. WuytE, Deputy Chief G. S. Warts, Research Adviser 
J. S. ROBERTS, Assistant Chief A. F. PIpHER, Foreign Exchange Adviser 
A. C. LAMB, Assistant Foreign Exchange Adviser D. W. ADOLPH, Foreign Exchange Officer 
R. L. FLETT, Research Officer D. E. SMEE, Research Officer 


DEPARTMENT OF PERSONNEL ADMINISTRATION 


H. A. D. Scott, Chief 
P. D. SMITH, Associate Chief 


G. A. LAFRAMBOISE, G. H. KIMPTON, 
Chief, Manpower Resources Division Chief, Compensation Division 
R. H. OSBORNE, Personnel Officer A. W. BLEvins, Special Payroll Adviser 


A. JOHNSTON, Chief, Payroll Records 


DEPARTMENT OF ADMINISTRATIVE OPERATIONS 
A. J. BAWDEN, Chief 


A. J. NorTON, Deputy Chief S. V. SUGGETT, Special Assistant 
E. B. HobGE, Superintendent of Premises 
Currency Division: H. F. BUTLER, Chief Public Debt Division: R. F. ARCHAMBAULT, Chief 
T. D. MacKay, Deputy Chief R. F. PRITCHARD, Assistant Chief 
J. H. GAGE, Accountant M. Morn, Assistant Chief 


SECRETARY’S DEPARTMENT 


G. HAMILTON, Secretary 


C. RENAUD, Assistant Secretary G. B. May, Adviser, 
I. G. L. FREETH, Chief, Management Systems and Planning 
Computer Services Division A. P. ADAMEK, Information Systems Adviser 
S. S. CARROLL, Curator, Numismatic Collection J. STEINHAUER, Chief, Translation Services 
D. G. WILSON, Records Manager L. TEssIER, Graphics Manager 


Agencies 
8 


Halifax, E. L. JOHNSON, Agent 
Saint John, N.B., G. H. SMITH, Agent 
Montreal, J. E. R. ROCHEFORT, Agent 

R. MARCOTTE, Assistant Agent 

Ottawa, J. K. FERGUSON, Agent 

Toronto, D. D. Norwicu, Agent 

H. ProwseE, Assistant Agent 
Winnipeg, L. G. ROWE, Agent 
Regina, J. C. FRASER, Agent 
Calgary, J. F. SMITH, Agent 
Vancouver, J. C. NESBITT, Agent 
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